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COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

D.T.E. 05-27
BAY STATE GAS COMPANY

INITIAL BRIEF OF THE ATTORNEY GENERAL

L INTRODUCTION

Pursuant to the briefing schedule established by the Department of Telecommunications
and Energy (“Department”) in this proceeding, the Attorney General submits his Initial Brief
responding to the Petition of Bay State Gas Company (“Bay State” o “Company”) for ageneral
rate increase of $22.2 million per year, an increase of 4.7% over 2004 revenues (the “ Petition” or
“Filing”) under G. L. c 164, 88 1E and 94. In addition to this general rate increase, the Company
is proposing annual increases for inflation, pipe replacements and changes to pension and
pension related benefit costs. In addition, Bay State Gas requests approval of a price cap
performance-based regulation (*PBR”) plan under which the Company proposes to adjust its
rates annually for five years.

Asiscustomary in arate proceeding, the Attomey General will provide his final
recommendations concerning the Company's revenue requirements in schedul es attached to his
Reply Brief. The Attarney General reserves the right to respond to any issue related to late-filed
discovery or record request responses in his Reply Brief.

1I. OVERVIEW

On April 27, 2005, Bay State petitioned the Department for approval of a $22.2 million



increase in its base rate charges for gas distribution service. In addition, the Company seeks
approval of (1) a performance-based regulation plan (“PBR”), (2) asteel infrastructure
replacement program (“SIR”) and cost-recovery mechanism, and (3) a pension and post-
retirement benefi ts other than pension (*PBOP”) cost-recovery mechanism.

The base rate delivery charges for atypical residentia heating customer will increase by
approximately $5 per month on average, $60 annually. After thefirst year, the proposed
inflation adjustment, pipe replacement adjustment, and pension and related benefits' adjustment
are expected to increaserates by an additional $7 million or 4% each year. The cumulative rate
increase requested over the next five yearsis 35%, not including increases to gas supply costs
that the Company simply passes through to customers.*

In 1998, Bay State wasacquired by alarger corporation, Northern Indiana Public Service
Company, now NiSaurce, a public utility hdding company headquartered in Merrillville,
Indiana. Inthe merger proceeding, NiSource promised to lower costs for customers as a result of
greater efficiencies and economies of scale. While no rate reductions came for customers, the
Company’ s shareholders profited handsomely, earning more thanl1.8 % return on their
investment in 2003 and 10.5 % in 2004. The Department has not set raes recently for any other
Massachusetts utility using such high returns. See, e.g., Boston Gas Company d/b/a KeySpan
Energy Delivery New England, D.T.E. 03-40, p. 364 (2003) (10.2 percent).

Although Bay State stetes that it has not been before the Department in a contested

proceeding for a general increase in its base rates since 1992, in D.P.U. 97-97, the Compary did

! EIA estimates that the average residential pricefor natural gas will be almost 14% higher in 2005/06
than in 2004/05. http:/www.ea.doe.gov/emeu/deo/pub/contents.html.
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receive two annual rate increasesin 1998 and 1999 as aresult of a settlement with the Attorney
General .2 The two-year rate plan included in that settlement allowed the Company to collect a
general revenue increase of $1.8 million in year one and an additiond $1.8 million beginning in
year two “to recover expenses incurred from investments in mainsand equi pment maintenance.”
Bay State Gas Company, D.T.E. 97-97, p. 2 (1997).

Despite the Company’ s receipt of funds from this settlement to addressits main
replacement and repair after the NiSource merger, the record in this case demonstrates that the
Company has deferred needed maintenance in general, and particuarly the replacement of bare
steel pipe during the period covered by the merger rate freeze. According to the Company’s own
records, Company-wide bare steel main abandonments from 1998 to 2002 declined 64% after the
merger and abandonments in the Brockton Division plummeted by 68%. Asaresult of this
disinvestment, the Company now claimsthat thereisa“crisis’ andthat it needs a steel
infrastructure replacement mechanism <0 that it can receive dollar-for-dollar recovery of future
Investments.

The evidence in this case a so demonstrates that the Company initially deferred
maintenance and replacement of mains and then loaded the test year with inflated capital
additions and high levds of expenditures. While the system was deteriorating, the Company was
earning excessive retums. In addition, NiSource was taking capital that it should have invested
in Bay State and used it to support the holding company which was over-extended as a result of

its merger activity.® The Department shoud not reward Bay State by forcing its customers to

> These increases were specificdly for the Company’s mains and services. Exh. AG 2-48.

% Shortly after its acquisition of Bay State, NiSource acquired Columbia Gas on November 1, 2000.
Asaresult of the merger, NiSource’s debt ratio rose to about 70% in the year following the purchase.

-3



invest in the Company’s SIR Program. The Company and its shareholders should now bear any
costsincurred to rehabilitate the distribution system and the Department should not allow the
Company to charge customers, who suffered from the prior lack of routine maintenance and
plant replacement, for those costs.

The Company knowingly delayed main replacements during the NiSource merger rate
freeze to improve eamings at customer expense. The Department disallows deferral of costs
during arate freeze to be recovered later from customers for good reason: customers are entitled
to enjoy the full benefit of the frozen rates, not smply adeferral of costs. In addition, the
Company was given funds in good faith spedafically for thistype of main and service
replacement in the D.P.U. 97-97 settlement with the Attorney General in the form of rate
increases over two years. After just two years of increased main replacement activity, the
Company simply pocketed the rest of the funds and now asks for more.

The deferred replacement of mainsincreased corrosion leaks, placing customers and
public safety at increased risk. Thereis no surprise that the Company experienced an increasein
itsrate of leaks per mile after it Slowed its replacement of bare steel mainsin the Brockton
Serviceterritory. The results of the Company's actions were quite predictable. The
Department’ s acceptance now of accelerated replacement under the SIR at customers expense
would put its stamp of approval on similar actions by all utilities within its jurisdiction under
merger rate freezes. The Company could correct its past misudgment by a program of
prioritizing the replacament of mains by severity of pipe condition. In fact, Northern Utilities,

Inc. (“Northern”), awholly owned subsidiary of Bay State and managed by some of the same

Exh. UWUA 4, p. 18



witnesses that appearedin this proceeding for Bay State, recently reduced its leak rate to modest
levels on bare steel by usng a system of accelerated replacement of the most risky pipe first,
rather than the “geographic” approach proposed by Bay State. Northern Utilities, DR 91-081
(1992). Northern accomplished this goal after replacing alittle less thanfifty percent of its bare
steel main. Northern Utilities, DG 99-127 / DG 00-177 (2000). Bay State proposesto replace
one hundred percent of its unprotected steel mains and services under its “geographic” approach
in order to reduce its rate of corrosion leaks -- afar more costly approach for customers.

The price cap mechanism proposed by the Company already has features to provide for
additional costs the Company may need to accelerate main replacement, so the additional
payments under SIR are unnecessary. First, the PBR mechanism automatically increases the
cast-off rates each year to alevel sufficient to cover costs that can reasonably be expected from
plant replacement. Exh. DTE-AG-2-1. Second, the PBR mechanism features an earnings
sharing mechanismthat would provide protection to the Company if a prudent replacement plan
cause a severe earnings shortfall.

While the Company was failing to provide needed plant replacement to its system, Bay
State was paying its management and officers exceptionally generous pay and benefits, including
expensive automobile allowances and extravagant travel and entertainment.* At the same time,
the Company has severely cut physical and clerical staff which had a negative impact on

maintaining quality customer service® In 1998, the Company outsourced its line location

* Thisincludes allocated expenses related for NiSource’s $12.5 million Ray theon H awker 800 XP jet.
Exh. A G-1-54; http://www.netjets.com/Fleet/Raytheon Hawker 800X P.asp

® Bay State’s gaffing has plummeted since its high point in 1998. Total employment dropped from
861 in 1998 to an average of 554 for 2004 (the test year). Exh. UWUA 4, p. 33. This does not include the
approximately 100 workersat the Springfield call center which the Company plans to outsource to IBM
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function with disastrous results -- the house explosion killed two people, injured seven more, and
damaged 68 other houses.®

The Maine and the New Hampshire Public Utility Commissions have both investigated
the Company’s call center.” The New Hampshire Commission fined Bay State's New
Hampshire subsidiary, Northern Utilities, Inc., fivetimesin thefirst half of 2003 for failure to
meet call center perfarmance requirements.® The Maine Commission staff conducted a study of
the Call Center, placing on average 5 calls per day in a 19-week period between June 2001 and
November 2002, and found that the Call Center answered only 40% of thetria calls. The
Company’ s problems led the Maine Commission to question whether the utility still retained the
ability to provide adequate service in several areas apart from call center response, such asits
capacity to respond to large scale outages and other service emergencies. Tr. 10, p. 1644; Tr. 12,
p. 2034. Therecord in this case demonstratesthat because the Company lacked the appropriate
level of staff members, it removed atrurk line at its call center at one point so that customers
would receive abusy signal and fewer calls would go into the queue. Tr. 20, pp. 3331-3332.
Calls never received arenot reported for the purposes of the Department’ s Service Quality

Standards’ and put customers at risk because they cannot reach the Company to respond to

even though the costs of these employees remain in its requested rate increase.

® See Exh. AG-2 (1998 Attleboro house explosion incident reportin which the Department found that
the locator failed a drug test after the incident.)

" The Attorney General’s request to investigate Bay State’s service quality filingsis pending with the
Department. See Bay State Gas, D.T.E. 03-10, A ttorney General Comments.

8 The New Hampshire, Maine and Massachusetts companies all share the Springfield call center.

® Asthe D epartment noted in the Bay State/NiSource Merger docket, D.T.E. 98-31, p. 31, “an SQI is
an important bulwark againg deterioration in a company's service to its customers”, however, the
“gaming” of themetrics, through such devices as shutting down the phone lines, denies the Department
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service emergencies. The Department should open an investigation and audit both the
Company’s service quality and its management.*°

Ensuring the safe operation of the State’ s electric and gas systemsis one of the
Department’ s most important roles and regponsibilities. Thereisno “reasonable” rate for service
that is substandard, and the Department should not reward Bay State for its performance with a
rate increase.

The Company’ s poor operating performance justifies the Department’ s heightened
scrutiny of the Company’s proposed increases in costs. The Company’ s reasonable rate of return
in the test year, coupled with the various individual adjustments to the Company’ s revenues and
costs recommended bel ow, provide the Department with more than sufficient basis to deny Bay
State Gas its requested initial increasein rates.

The Company’ s actions contravene the Department’ s expectations for acquisitions and
mergers and the Department should correct the damage done. The Department stated in its
Acquisitions and Merge's order:

The Department is interested in al measures that will promote efficiency by discouraging

waste, increasing productivity, and improving service reliability inorder to lower costs

for all customers...In an increasingly competitive market, mergers or acquisitions may
represent one of many measures that could achieve savings, effidencies, increased
reliability, and better quality of service ... The Department expects utilities to explore
thoroughly all cost-savings measures and potential opportunities to achieve efficiencies
of all kinds ... Evidence of successin these areas will be expected in rate cases.

Acquisitions and Merge's, D.P.U. 93-167-A, p. 5(1994).

The Department emphasized improved reliability and lower coststo all customers. The

the ability to retain its satutory oversght of a company's service quality.

1 Boston Edison Company., D.P.U. 85-266-A/271-A (1986); Commonwealth Edison Company,
D.P.U. 89-114/90-331/91-80 Phase | (1991).
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order does not discuss paying shareholders from funds historically used to maintain, replace and
upgrade a company’ sinfrastructure. A natural gas utility cannot neglect an infrastructure
without putting customers and neighboring communitiesin peril. Bay State Gas Company has
donejust this. After the acquisition by NiSource, Bay State significantly reduced capital
spending and used the cash for additional investment in the form of acquisitions. Although Bay
State and NiSource did not petition the Department for authorization to recover the acquisition
premium, they still managed to use customer-generated funds to further corporate ambitions
while paying little mind to their public service obligations in Massachusetts. What Bay State
and NiSource have done is antithetical to the Department’s vision of utility acquisitions and
mergers.

The Company comes before the Department now seeking not only to recover costs for
capital itemsthat shoud have been in service and depreciating long before the test year, but also
it seeks a bail-out of thedangerous situation tha the Company has creaed for itself, its
customers and the communitiesit serves. The Department should not approve the proposed SIR
bail-out under any condtions, as discussed below. Furthermore, the Department should defer
the implementation of the proposed PBR program until such time as the Company can
demonstrate that it hasrepaired the damage caused by its negligence. The Department shoud
require a management audit of the Company. The scope of the audit should include the
identification of infrastructure deferrals and recommendations for actions to cure the current
deficiencies (both structural and managerial). Until the Company reconstructs itself and meets

all service quality, reliability and safety standards, the Company should not be alowed to



implement any PBR program.™
III. PROCEDURAL HISTORY

On April 27, 2005 Bay State Gas filed with the Department a general rate case and PBR
Plan including tariff schedules of proposed rates and charges designed to increase the
Company’s annual revenues by approximately $22.2 million, or 4.7 percent, based on atest year
ending December 31, 2004. The Department suspended the effective date of the requested rate
increase until December 1, 2005, and opened an investigation into the Company’ s proposal.
Order, April 28, 2005. On May 6, 2005, the Attorney General intervened as of right pursuant to
G.L. c. 12, 811E, and commenced filing discovery. On May 25, May 26, and May 31, 2005, the
Department conducted public hearings at Ludow Town Hall, Brockton City Hall, and Memorial
Hall Library (Andover), respectively. On June2, 2005, the Department convened a procedural
conference to establish a schedule for discovery, hearings and briefs. At this conference, the
Department allowed the Massachusetts Department of Energy Resources (“DOER”),
M assachusetts Community Action Program Directors Association, Inc. (*“MASSCAP”),
Massachusetts Oilheat Council, Inc. (“MOC”), Massachusetts Energy Directors Association
(“MEDA"), Associated Industries of Massachusetts (granted on 5/24/05), KeySpan Energy

Delivery New England (*KeySpan”), NSTAR Gas Company (“NSTAR”), United Steelworkers

"The Attorney General reserves the right to address any late filed data or record request response in
hisreply brief or any supplemental briefing that may be filed in this case. The Company has failed to
provide requeded data in a timely fashion and has often provided incomplete reponses. The Company
bears the burden of proof and its actions should comport with thisrequirement. Neither the Department,
Attorney General or any other intervenor hasdirect access to the data necessary to determine whether the
Company'’s request is just and reasonable. Too often during these proceedings have the intervenors and
the Department been disadvantaged by the Company’s inability or unwillingness to provide prompt and
complete data. The Attorney General will exercise his due process rights by responding as necessary in
subsequent filings.
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of America (granted on 5/24/05), MASSPOWER, and Local 273 of the United Steelworkers of
America AFL-CIO-CLC to intervene as full participants.® The Department also allowed,
Fitchburg Gas and Electric d/b/a/ Unitil, New England Gas Company, Berkshire Gas Company
(Berkshire)(not mentioned at the hearing- filed on 6/1/05), and Western M assachusetts Electric
Company (“WMECQ’) to intervene as limited participants.

On June 2, 2005, the Attorney General filed aMotion for Leave to Conduct Depositions.
The Attorney General sought leave to take depasitions of Ed Anderson, a R.J.Rudden Associates
employee and consultant to Bay State, on issues related to the corrosion analysis performed by
Bay State and the Company’ s Steel Replacement Program; Bay State’s Call Center Manager on
issues related to call center performance and staffing; and Bay State’s Pipe Repair and
Maintenance Manager on issues related to distribution system maintenance, repair and
replacement. On June 10, 2005, Bay State filed an Opposition to the Attorney General’s Motion.
On July 1, 2005, the Hearing Officer denied the Attorney General’ s motion.

Also on June 2, 2005, the Attorney General filed a Motion to Bifurcate the proceedings
in order to ease the administrative burden on the Department and all interveners and to allow
sufficient time for case preparation, presentation of evidence and cross examination of witnesses.
The Attorney Genera asked the Department to separate the general rate case from the pension
mechanism, steel replacement program and PBR plan, issues that could easily be settled in a

second proceeding. OnJune 10, 2005, Bay Stae filed an Oppositionto the Attorney General’s

2 During the procedural conference, the Attorney General objected to the intervention by KeySpan
Energy New England and NSTAR. The Hearing Officer heard arguments from the Attorney General and
representative of KeySpan and NSTA R, ultimately ruling that the AG’ s objection to theintervention was
untimely and allowing those parties to intervene as full participants. On June 3, 2005, the Attorney
General filed an Appeal of the Hearing Officer’s ruling. On June 7, 2005, KeySpan and NSTAR filed a
response to the A ttorney General’s ap peal, the D epartment has not yet issued an order on the appeal.
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Motion to Bifurcate. On June 20, 2005, the Attorney General filed a Motion for Leave to Submit
Additional Argument in Support of his Motion to Bifurcate and Appeal of the Procedural
Schedule.

On June 3, 2005, the Attorney General filed an Appeal to the Full Commission of a
Hearing Officer Ruling on Intervention and Renewed Opposition of Full Party Status of
KeySpan and NSTAR. On June 6, 2005, KeySpan and NSTAR filed responses to this Appeal.
On June 8, 2005, the Attorney General filed aresponse to KeySpan and NSTAR' s responses.
On June 10, 2005, Bay State filed aresponse to the Attorney General’s Appeal.

On June 6, 2005, the Attorney General filed aMotion for Oral Argument Before the
Commissioners. On June 13, 2005, Bay State filed an Opposition to this Motion. On June 10,
2005, the Attorney General filed aMotion for Leave for Entry Upon Property and I nspection.
On June 15, 2005, the Attorney General filed an Appeal of the Hearing Officer’s Ruling
regarding the Procedural Schedule. On June 24, 2005, Bay State filed an Opposition to the
Attorney General’s Appeal of Hearing Officer Ruling Pertaining to the Procedural Schedule.

On June 16, 2005, the Attorney General filed aMotion to Compel Regponses to
Discovery. On June 22, 2005, the Attorney General filed aMotion for Leave to Submit
Additional Argument in Support of his Motion to Compel. On June22, 2005, Bay State filed an
Opposition to the Attorney General’s Motion to Compel.

The Hearing Officer has not yet ruled on the Attorney General’ s Motionto Bifurcate,
Motion for Leave for Entry Upon Property and Inspection, or Motion to Compel Responses to
Discovery. The Commission has not yet ruled on the Attorney Geneal’s Motion for Oral

Argument Before the Commissioners or Appeal of the Hearing Officer’s Ruling regarding the
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Procedural Schedule

On June 8, 2005, several of the intervening patties filed a Notice of Intent to File
Testimony of witnesses: DOER stated that it intended to file testimony of Alvaro Pereiro, Ph.D.
on PBR and SIR reconciliation mechanisms; KeySpan stated that “it is considering submitting
the testimony on the issue of bad debt” but did not identify awitness at that time; Local 273
stated its intent to file testimony of Nancy Brockway on service qudity issues,; and the Attorney
General stated hisintent to file testimony by Jon R. Cavallo on distribution systems, David
Effron on revenue requirements, Jacob Pouse on depreciation, and Tim Newhard on cost of
capital. OnJune9, 2005, MASSCAP stated that it might file testimony by as many as 15
witnesses regarding low-income related issues On June 22, 2005, the Steelworkers stated thar
intent to submit testimony by between one and five witnesses relating to call center and
outsourcing iSsues.

The Department conducted twenty-five (25) days of evidentiary hearings between July 5,
2005, and August 11, 2005. During the 25 days of evidentiary hearings, Bay State presented
numerous witnesses, each of whom offered testimony on a variety of topics with a certain degree
of overlap: Stephen H. Bryant, President of Bay State, provided a general overview of thecase;
John E. Skirtich provided information on revenue adjustments; Steven A. Barkauskas testified on
employee compensation and pension issues Danny G. Cote, addressed the proposed steel
infrastructure replacement program and plant additions; Joseph A. Ferro testified on rate design;
Earl M. Robinson testified on issues relating to depreciation; Paul R. Moul testified on issues
relating cost of equity; James L. Harrison testified on issues relating gas cost allocations; and

Lawrence R. Kaufman testified on issues relating PBR.
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On July 8, 2005, Local 273 submitted prefiled testimony of its witnesses, Nancy
Brockway, Kevin Friary, Time Leary and Brian McCarthy. On July 13 and 15, 2005, the
Attorney Genera submitted prefiled testimony of his four witnesses, David Effron, Timothy
Newhard, Jacob Pous, and Jon Cavallo. Also on July 15, 2005, the DOER submitted prefiled
testimony of its witness, Alvaro E. Pereira, and the Steelworkers submitted prefiled testimony of
its witnesses, Jody Aja and Helen Vonmaluski. On August 1, 2005, the Company submitted
rebuttal testimony of Mr. Bryant, Mr. Skirtichand Mr. Moul, regarding various issues raised in
Mr. Effron’ s testimony; Mr. Bryant and Mr. Cote, regarding Mr. Cavdlo’ s testimony on the SIR
program; Mr. Moul regading Mr. Newhard’ s tegimony on cost of capital and rate of return; Mr.
Robinson regarding Mr. Pous' s testimony on depreciation; Mr. Kaufman regarding Mr. Pereird s
testimony on PBR; and Mr. Bryant and Mr. Cote regarding variousissues raised in Ms.
Brockway’ s testimorny. The Attorney Generd presented oral surrebuttal testimony of Mr.
Cavallo and Mr. Newhard to address the SIR program, distribution system corrosion, rate of
return and common equity issues raised in the Company’ s rebuttal testimony.

IV. CORPORATE STRUCTURE

A. BAY STATE GAS COMPANY AND NISOURCE, INC. CORPORATE
RELATIONSHIPS

Bay State Gas Company’s parent corporation, NiSource, Inc. (“NiSource”) was created
in 1998 with the merger between Bay State Gas Company and Northern Indiana Public Service
Company (NIPSCO). Exh. BSG/SHB-1, p 2-19 (16 of 58); see also Exh. D.T.E. 2. Shortly
thereafter, in 2000, NiSource merged with Columbia Energy Group (Columbia). NiSource,
headquartered in Merrillville, Indiana, is aregidered public utility holdng company subject to

the jurisdiction of the Securities and Exchange Commission (“SEC”). Id. at 2-20/17 of 58.
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As of January 21, 2005, NiSource had sixteen direct subsidiaries tha engage in natura
gas transmission, storage and distribution, as well as electric generation, transmission and
distribution. Id. Exh. AG-1-98 Attachment (B). Four of NiSource's natural gas transmission
companies are regulated by the Federal Energy Regulatory Commission (“FERC”). Exh.
BSG/SHB-1, p 2-19 (17 of 58).

NiSource also has severa affiliated companies that provide servicesto its operating
companies. 1d. These service companies include NiSource Finance Corp., which provides
internal financing to the NiSource operating companies and NiSource Corporate Services
Company (“NCSC”), which provides managerial, professional and other support servicesto the
operating companies. Id. at 2-19-2-20 (17-18 of 58). NCSC provides services relating to:
accounting and budget; human resources, information technology; engineering; legal; tax;
corporate communications; insurance procurement; risk management; corporate credit; investor
relations; real estate; internal audit; energy procurement; and supply chain non-energy
procurement. Id. at 2-20- 2-21 (18- 19 of 58). NCSC hills Bay State for the servicesiit performs
according to relevant SEC rules, and according tothe NCSC/Bay State Affiliate Services
Agreement approved by the SEC. Some services are alocated to Bay State, others are directly
billed to Bay State. /d. at 2-21- 2-22 (19-20 of 58). Although these services are always
available to Bay State, Bay State may also pursue other vendors of those services. Id. at 2-23
(21 of 58).

B. NORTHERN UTILITIES, INC.

In addition to its relationship with NiSource, Bay State shares a corporate relationship

with its own subsidiary, Northern Utilities, Inc (“Northern”). Bay State acquired Northern in the
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late 1970s and it provides natural gas distribution service in New Hampshire and Maine. Id. at
2-24 (24 of 58). Bay Sate and Northern share an Operational Services Agreement that provides
the terms and conditions relating to the way in which each company provides bills and services
to each other. /d. The Agreement provides for the sharing of certain professional, supervisory,
and technical services relating to the operations and maintenance of both Bay State and
Northern’ s distribution systems. Id. at 2-27 (25 of 58). Bay State allocates to Northern all of the
operational service chargesit incurs on behalf of Northern using a three-factor formula based on
(1) Gross Fixed Assets; (2) Total O&M Expenses (net of total management costs); and (3)
Number of Retail Customers. Northern allocates costs it incurs on behalf of Bay State based on
atwo factor formulabased on (1) Gross Fixed Assets and (2) Number of Customers. Id. at 2-28
(26 of 58).
V. STANDARD OF REVIEW

In reviewing the “ propriety” of rate increase proposals by a utility company under G. L.
C. 164, § 94, the Department must determine whether the proposed rates are just and reasonable.
Attorney General v. Department of Telecommunications and Energy, 438 Mass 256, 264 n. 13
(2002); Berkshire Gas Company, D.P.U. 96-67, p. 6 (1996). Since incentiveregulation acts as
an alternative to traditional cost of service regulation, the “just and reasonable”’ standard of §94
also appliesto performance-based ratemaking plans. Boston Gas Company, D.P.U. 96-50, p.
242 (1996) (Phase l); Investigation by the Department of Public Utilities on Its Own Motion Into
the Theory and Implementation of Incentive Regulation for Electric and Gas Companies Under
Its Jurisdiction [hereinafter cited asincentive Regulation], D.P.U. 94-158, p. 52 (1995).

Furthermore, for incentive plans the Department has stated:

-15-



Asageneral proposition, a petitioner seeking gpproval of an incentive proposal
shall be required to demonstrate that its approach is more likely than current
regulation to advance the Department's traditional goals of safe and reliable
energy service and to pramote the objectives of economic efficiency, cost control,
lower rates, and reduced administrative burden in regulation.
Incentive Regulation, D.P.U. 94-158, p. 57 (1995). “The burden of proving the propriety of a
rate increase remains with the utility seeking the increase.” Town of Hingham v. Department of
Telecommunications and Energy, 433 Mass. 198, 213-14 ( 2001) citing Metropolitan District
Commission v. Department of Public Utilities, 352 Mass. 18, 24 (1967); Wannacomet Water Co.
v. Department of Public Utilities, 346 Mass. 453, 463 (1963). The Company bears the burden of
proving each and every dement of its case by apreponderance of “such evidence as areasonable
mind might accept asadequate to support aconclusion.” G. L. c. 30A, 81(6); Fitchburg Gas
and Electric Light Company, D.T.E. 99-118, p. 7, n.5 (2001). If the Company failsto carry this
burden, the Department must deny the Company’ s requested rate treatment for the proposed
adjustment. Fitchburg Gas & Electric Light Company. v. Department of Public Utlities, 375
Mass. 571, 582-583 (1978).
VI.  ARGUMENT
A. SIR PROGRAM
1. THE DEPARTMENT SHOULD REJECT THE COMPANY’S ATTEMPT TO
COLLECT ACCELERATED STEEL INFRASTRUCTURE REPLACEMENTS
CosTS FROM CUSTOMERS SINCE THE COMPANY DEFERRED BARE
STEEL MAIN REPLACEMENTS DURING THE NISOURCE MERGER RATE
FREEZE
The Department Shoud Reject The Company’s Attempt To Colled Accelerated

Steel Infrastructure Replacement Costs From Customers Since The Company

Deferred Bare Steel Man Replacements During The NiSource Merger Rate Freeze
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Bay State seeks approval of a $300 million accelerated replacement plan for its steel
mains and servicesindalled after the test year. The Department should deny this request
because the Company has not proven it is entitled to years of rates increases under this highly
unusual program. Since metals deteriorate & predictable rates based on soil conditions and ather
known and knowabl e factors, the Company should not “suddenly” find itself with what it claims
is an uncontrollable pipe leak rate meriting a costly accelerated replacement program at customer
expense -- especially at the expiration of afiveyear merger rate freeze when the Company had
an obligation not to defer needed main replacement until after the freeze. The Department
recently refused to approve a utility’ s attempt to avoid the consequences of arate freeze by
shifting costs out from freeze period:

The Department cannot permit companiesto retain all potential [merger] savings realized
but pick and choose the costs that will be absorbed during arate freeze period.

NSTAR, D.T.E. 03-47-A, p. 33 (2003). See also North Attleboro Gas, D.P.U. 93-229, p. 6 (1993)
(autility may not defer a cost during the periad covered by arate settlement that fixes rates
unless specifically allowed by the terms of the agreement). Sinceany alleged impending leak
crisisin the Brockton area results from the Company’ s own decision to defer main replacement
until after the merger rate freeze, the Company is not entitled to a specia mechanism to charge
customers the costs of the replacement of itsentire remaining bare and unprotected coated geel
mains and associated srvicesin all three of itsservice territories.

The evidence in this case strongly supports the conclusion that the Company has deferred
needed pipe maintenance in general, and the replacement of bare steel pipein the Brockton
Division in particular during the period covered by the merger rate freeze. The Department

ordered the five year merger rate freeze in November of 1998. Bay State Gas Company, D.T.E
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98-31 (1998). According to the Company’s own records, bare steel main abandonmentsin the
Brockton Division plummeted steadily from 1998 to 2002 from 67,432 to 21,473, representing a

68% decline.

Feet Bare Steel Main Abandonments Brockton
Service Territory After NiSource Merger
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Ex. AG-2-39, 1 of 4 (showing feet of bare steel main abandonments per year in the Brockton
service territory). The Brockton areais the exact service territory the Company now clamsisin
dire need of bare steel pipe replacement. Thisspecific area decline was matched by a generd
decline in bare steel man abandonments on aCompany-wide basisfrom 89,695 in 1998to

32,162 in 2002.
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Feet Bare Steel Main Abandonments All
Service Areas After NiSource Merger
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Ex. AG-2-38. These figures show approximately a 64% reduction. Ex. AG-9, p. 7, line2. The
Company had also allowed the installation of new and replacement mains to decline significantly

during this same period from 425,706 in 1998 to 172,237 in 2002.

Feet Of New And Replacement Main
Installed After NiSource Merger
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Ex-UWUA-1-27 (graph of linear feet of main installed including new and replacement mains);
But see Tr. 2, p. 491. Capital investment fell over 50% in the years immediately following the
merger, as Transmission and Distribution rd ated Operations and Maintence expenditures
decided 2% from 1998 to 2003, in contrast to a 9.5% increase from 1993 to 1998, and the
Company’ s slowed its efforts to reduce its unprotected steel mains. Ex. UWUA- 4, pp. 24-27.
During the period between 1985 and 1997, the Company reduced itsunprotected steel mains at
an average of 46 miles per year. Id. Following the NiSource merger, this rate slumped to just 15
miles per year between 1998 and 2003. /d. During this same time period the Company reduced
itsmain repair and replacement supervisors by 50% in the Brockton Division. Ex. UWUA-1-
19(a). Inthe words of the Company’s own witness: “in early 2004 we recognized, frankly, that
the reductions that had occurred during the consolidation of NiSource had gone alittle too deep.”
Tr. 2, p. 309.

The uncontested evidence also shows that the Company ordered its crews to repair, rather
than replace, mains following the NiSourcemerger. According toa Company pipe repair crew
foreman, the standing direction to the crews in recent years was to fix leaks using repair clamps,
but not to consider replacing the affected section of the pipe® Ex. BSG-AG-2-22, Attachment.
According to the statement of the Bay State foreman, even though aworker may put a note in his
work order that a given section of pipe was degraded enough for replacement, replacement of the

pipe was not guaranteed. /d. This standing order to Company repair crews is contrary to

3 The use of stainless seel clamps to repair bare steel mains - a method the Company has used for
many years -- can create acorrosion current that leadsto accelerated localized deterioration of the main.
Tr. 24, pp. 3942-3943. The Company’s own Replacement Infrastructure Management system (“RIMs")
listsas “Other” pipe risk factors “many clamps” and “many clamps pas 10 years.” RR-AG-101,
Attachment A, .xIsfile of RIM S spreadsheet, “Input” Tab, Column BC, Rows 111 - 140.
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Department of Trangortation (“DOT”) guidance regarding pipelinerepair: “1f several leaksare
found and extensive carrosion has taken place, the most effective olution is to replace the entire
length of deteriorated pipe.” Guide Manual Far Operators Of Small Natural Gas Systems,
Chapter 6, Repair Methods: Plastic and Metal (Sample Guide). BSG-AG-2-25. This standing
order is also contrary to the Company’s own Operations and Maintence Manual, which states
that if a steel mains shows sings of deterioration, Local Engineering can designate the segment
as a candidate for replacement, and if asteel mainisin very poor condition, the Filed Operations
Leader can authorize repacement. Ex. AG-6-1, Procedure 14.15, 89. Indeed, the Company was
experiencing an increasing corrosion leak rate and number of corrosion leaks from 1998 to 2000
in both the Brockton service territory and Company-wide. Ex. AG-2-1 (June 6, 2004), pp. 1 of 4
and 4 of 4, columns M & O. As noted by the Company’s expert in the R. J Rudden Report,
“Industry studies have shown that ‘when a section of pipeline system starts to develop leaks,
Sfurther leaks will develop at a continuously increasing rate.’” AG-2-16(b), p. 4 (emphasis
added). Under these circumstances, it is reasonable to conclude that the decision to defer man
replacement would increase the Company’ scorrosion leak rate.

Bay State now asks the Department to accept the foreseeabl e result of its own decisions
to defer main replacement in the Brockton area as the justification for the accelerated
replacement under the SIR program at customer expense for the entire Company. The
Department should not allow Bay State to benefit handsomely from its attempt avoid the
conseguences of the merger rate freeze by deferring the costs an important element of its duty to
serve, and then requesting recovery for it after the rate freeze period under the guise of the

accelerated steel replacement program. Customers should be entitled to the whole benefit of the
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entire five years of fixed distribution rates, an integral part of the Department’ s rationale behind
approving merger rate plan, not merely deferral of rate increases. Bay State Gas Company,
D.T.E., 98-31, p. 17 (*On balance, given Bay State's historic expeience of rate increasesevery
two to five years, we believe that ratepayers are better served by a commitment now to afive-
year rate freeze than by arate-case examination of actual cost savings and cost increases at the
expiration of the current rate plan.”)
2. THE DEPARTMENT SHOULD REJECT THE SIR PROGRAM AS
TECHNICALLY FLAWED AND NOT THE LEAST COST APPROACH TO
STEEL INFRASTRUCTURE REPLACEMENT
The Company proposes to replace al of its unprotected steel mains and attached services

under the SIR program, starting first in the Brockton service territory and then proceeding to
Springfield and Lawrence areas. ** Exh. BSG/DCG-1. Although the Company claims an
impending leak crisis based on its leak per mile rate of 1.54 for unprotected steel mainsin 2003,
Exh. AG-2-1 (June 6, 2005), it does not propose to phase or prioritize its program to replace the
most leaky segments of main first.™® Exh. BSG/DCG-1, pp. 18-19. Instead, the Company
proposed in itsinitial filing an area based approach that starts in one geographic service territory
and then moves on to another, claiming this approach will allow for cheaper prices from outside
contractors from economies of scale. RR-AG-87. The Department should reject this approach,

and order the Compary to replace its SIR mains based on a schedule thet first allows, as soonas

4 “Unprotected geel” includes baresteel, as well ascoated steel without cathodic protection.
> While the Company predicted corrosion lesks that soon would grow beyond its control based
on arate of 1.54 leaks per milein 2003, it had no apprehension of such acrisisin 2000 with a
corrosion leak rate of 1.53 per mile during the middle of the merger rate freeze. Exh. AG-2-1
(June 6, 2004), 1 of 4; Tr. 2, p. 306. The number of corrosion leaks, as well as the rate of
corrosion leaks on unprotected steel has actually declined since 2003. /d.
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possible, the replacement of pipe segments that pose the greatest risk to public safety.’® This
approach would rapidly address any problem areas across the entire Company, rather than just
Brockton, and more quickly reduce the Company’ s rate of corrosion leaks.
a. Bay State Departed From The Successful Method Ordered By
The New Hampshire Commission For North Utilities When
Proposing The SIR Program To The Department.

In 2000, Northern Utilities, asubsidiary of Bay State, reduced its corrosion leak rate to
the level of just .6 leaks per mile on bare steel by using a system of accelerated replacement of
the most risky pipefirst. Northern Utilities, DR 91-081, p. 1 (1992); Northern Utilities, DG 99-
127/ DG 00-177, pp. 2, 5 (2000). The Northern plan used a two phase method, first replacing
the segments of pipe that posed the greatest risk to the public over athree year period to account
for reasonabl e project planning, and then moving onto the less risky segments. Northern
Utilities, DR 91-081, pp. 1, 7. Northern agreed to remove from service the worst pipesfirst on
an accelerated basis, asrecommended by the New Hampshire Commission gas safety engineer
and arepresentative of the Office of Pipeline Safety from the Department of Transportation
(“DOT"). Id., p. 8. The success of this safety first approach is evident: the New Hampshire
Commission terminated payments under the accel erated program after the replacement of just a
little under half bare steel mains. Northern Utilities, DG 99-127 /| DG 00-177, pp. 5—6 (“the
replacement programwas implemented to minimize active corrosion and gas leaks and hes

accomplished those objectives’).

In contrast to the Northern case, Bay State here proposes to replace one hundred percent

6 The Company has committed to increasing its rate of main replacement under the SIR
program, and apparently seeks payment from rate payors only for the “acceleration” of
replacements above these stepped-up levels.
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of its unprotected sted mains and services under its “geographic” approach, rather than
addressing the most risky segments of pipe first and then reviewing its leak rate to determine the
need for continued accelerated replacement & customer expense. Mr. Jon Cavallo, the Attorney
General’ s corrosion expert agrees with Northern, the New Hampshire gas safety engineer and the
DOT by advocating for the replacement of the worse performing pipe segments first. Exh. DTE-
AG-2-6 (“As an engineer who must consider public safety paramount, Mr. Cavallo would not
favor the Company’s geographic area-based approached to prioritizng replacements, if that
system leaves high risk pipe segments in the ground that threaten public safety.”) Replacing the
most at risk segments first is sound corrosion mitigation engineering. Tr. 17, pp. 2771-2773.

b. The Company Will No Realize Savings With It “Geographic”

Approach To SIR Because It Must Replace All Segments Of
Unprotected Steel Main In All Service Areas Eventually
Although the Company claims cheaper bid prices from its “geogrgphic” approach

because smaller segments of pipe yield higher bids RR-AG-87 (up to 20% cheaper bid prices per
foot of installation for segments over 1000 feet, as compared to segments up to 300 feet); Exh.
DTE-3-28, it has not produced a study demonstrating that the most risky segments of pipe are, in
fact, all small and widely disbursed . Furthemore, since the Company plansto replace all of its
pipe segments at some point - both long and short - it will not realize net savingsin the long run
even if longer segments are cheaper to replace because the Company will, some day, need to pay
for the replacement of the shorter and more costly segments regardless of where they arelocated
in its distribution system. The Company’ sdefinition of the length of a pipe segment involves a

considerable degree of ambiguity:
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A segment istypically technically described as alength of pipe on agiven street
installed at the same time -- same diameter and same time. So, for example, on Main
Street a segment might be -- where particularly on long streets, wherethere are a number
of segments that were laid over years, atypical segment might be the 4-inch line that was
laid in 1932 versus the 4-inch line that was laid in 1934.
But programmatically, we can describe that in other ways. A segment can be nothing
more than, if we think about the SIR program, a segment that the operating or
engineering people discuss can be nothing more than a given segmert that was put out to
bid to replace.
So there is no single technical answer to what constitutes a segment.
Tr. 21, pp. 3456-3457. Under such aflexibledefinition, it is unclea whether the most at risk
segments are indeed the shortest. The Company can aggregate sections of pipe into “segments’
for purposes of sending the replacements out to bid, so it should be able to realize economies of

scale from abid that includes a group of small segments.

c. The Company’s “Geographic” Approach Minimizes The SIR
O&M Credit Under Accelerated Steel Replacement.

By not replacing the warse performing mains first, these pipes will continue to leak at an
accelerating rate. Exh. AG-2-16(b), p. 4. Thisdynamic will have some important influences on
the SIR program. Firg, leaking mains will require additional O& M expenditures for repair,
which will reduce the benefit customers woud receive from the O&M credit under the SIR cast
calculation. Exh. DTE-3-34, 1 of 12 (calcul&ing SIR adjustment); See e.g., Exh. AG-2-1
(August 25, 2005) (showing for 2004 the unprotected coated steel main in Lawrence with aleak
rate of 3.67 leaks per mile while the leak rate for bare steel in Brockton was 1.40 leaks per mile).
Second, these leaky mains will put upward pressure on the Company’ s leak rate per mile, which
will help ensure that the Department does not terminate the recovery for accelerated SIR cogs

before one hundred percent of the mains arereplaced, as the New Hampshire Commisson did to
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Northern. Exh. DTE-AG-2-5 (leak rate can be high while total number of leaks can be trending
downward due to system improvements). In light of these arguments, the Company has not
demonstrated that it has proposed aleast cost approach to main replacement. Instead, the
Company has proposed the most costly way to address its corrosion leak rate.
d. The SIR Program Suffers From Several Technical Problems

The Company’s SIR program suffers from additional technicd problems which render it
an unreliable regulatory approach. Asexplained by Mr. Cavallo, the Company did not condud a
root cause analysisto determine the reason for its accelerating leak rate. Exh. AG-7, pp. 7-9; see
also Exh AG-14-14 (no documentation of root cause analysis) (“After review of itsfiles, Bay
State is unable to produce any internal reports, analyses, memos or other documents that
specifically or generally address the increasing leak rate causes’).r” A root cause analysis could
guide the Company asiit prioritized its infrastructure replacement program, as different pipe
materials can have different leak rates. Exh. AG-2-1 (August 25, 2005) (showing for 2004 the
unprotected coated sted main in Lawrence with aleak rate of 3.67 leaks per mile while the leak
rate for bare steel in Brockton was 1.40 leaks per mile); Exh. AG-7, p. 14 (Company
commissioned study did not distinguish between bare steel and unprotected coated steel). The
Department has found the root cause approach a useful tool to identify a solution for
infrastructure problemsin the past. Report of the Department of Telecommunications and
Energy relative to reducing the number of double utility poles within the Commonwealth,

pursuant to Chapter 46 of the Acts of 2003, Section 110, D.T.E. 03-67, p. 15 (2003).

" The Company has offered an explanation for the corrosion leaks, See e.g., Exh. AG 14-14, but these
explanation fall far short of the detailed processinvolved in aroot cause analysis. Compare Exh. DTE-
AG-2-3 (stepsin aroot cause analysis).

-26-



The Company did estimate spending $300,000 on reports from R.J. Rudden to suggest
main replacement schedules, Exh. BSG/JES-1, Workpaper JES-6, line 6, while aroot cause
analysis would have cost about $40,000. Exh. AG-7, p. 9. The Rudden reports, Exh. AG-2-
16(a) and (b), embody basic flaws which render the results unreliable First, when comparing its
corrosion metrics to ather gas companies, R.J. Rudden only focused on the performance of just
one of Bay State’ s service areas. Brockton. Exh. AG-2-16(a), p. 1 (memo to P. French). It dd
not compare the overdl performance of the whole Company to ather regional and national gas
distribution companies. Exh. AG-14-19 (c) (Supplement) (spreadsheet of DOT data used in the
Rudden reports to compare Brockton Divisionwith other regional and national companies).
Since on an overall basisleak rate basis, Bay State’s corrosion leak rate is better than the
corrosion leak rate just for Brockton, Exh. AG-2-1 (June 6, 2005), 1 of 4 Column M and 4 of 4
Column M, R. J. Rudden did not select an appropriate comparison group for its study. It should
have compared Bay State’ s overall performance, rather than narrowly focusing on just one
division of the Company. R.J. Rudden also did not select its comparison groups to reflect the
same or similar ratio of bare steel and unprotected coated steel mains as the Brockton service
territory. Exh. AG-14-19 (c) (Supplement)(compare Tab “2003 Nat” Row 52, Columns M &N,
with all other sample Rows) (compare Tabs “1993" to “2003", Row 1, Columns M & N with all
other sample Rows); Tr. 15, p. 2414. Infact, several of the Companiesin its comparison group
had no unprotected coated steel, Exh. AG-14-19 (c¢) (Supplement), which can perform differently
than bare steel from a corrosion standpoint. Exh. AG-2-1 (August 25, 2005); Exh. AG-7, p. 14.
Finally, there is evidence from the initial meeting with R.J. Rudden that the company provided a

predetermined $20 million level of spending under the SIR programthat it wanted the expert' s
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analysisto eventually goprove. AG-14-19(a), p.1 (notes of Steve Bryant’s comments at “kick
off” meeting with R.J. Rudden); Tr. 2, pp. 441-444. The Rudden Reports ultimately
recommended spending in thisrange. /d.

The conclusions in the Rudden Reports should be given little weight by the Department.
The Company appears to have directed the analysisin favor of its desired spending rate on the
SIR program, which renders the conclusionsin the reports biased. The reports themselves
selected inappropriate groups for comparison which render its analysis unreliable.

B. PENSION AND PBOP MECHANISM

1. THE DEPARTMENT SHOULD REJECT THE PENSION AND PBOP
MECHANISM AS TOO SUBJECTIVE TO QUALIFY FOR AUTOMATIC
RECONCILIATION.

The Company has proposed to collect pension expenses through a self-reconciling
pension and post retirement benefits other than pensions (* PBOP”) adjustment mechanism.
NSTAR, D.T.E. 03-47-B (2003). The Department should reject the Company’ s pension
reconciling mechanism because the tariff formulais not objective and does not require deposit of
all funds collected into the respective benefit trust funds. The Company has proposed no way to
determine whether the overall rates resulting from the operation of the tariff in the future will be
just and reasonable. G. L. c. 164, 894 (Department must determine “propriety” of general rate
increase after hearing). In the alternative, if the Department does approve the pension
mechanism subject to ongoing reconciliations, the Department should also continue its practice
of allowing discovery, hearings and briefs to investigate each annual compliance filing. See
NSTAR, D.T.E. 03-47-B (Phase I1) (2005).

The Company has not provided afixed formula with objective elements, but rather seeks
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approval of the applicaion of aformulawith complicated variabes that contain a considerable
degree of subjectivity in their calculation. See generally, Exh. AG-4-1 to 4-23 (addressing
support for the numerous formula variables); Tr. 8, pp. 1258-1309; 1347-1350, 1361-1364 and
Tr. 14, pp. 2260, 2262, 2265 (discussing selection process for the discount rate, trends in
compensation, healthcare cost predictions and projected trust fund returns). Small percentage
changesin some of these variables resultsin very large dollar changes in the amount of pension
expense recovered from consumers during any given year.

The proposed tariff does not require the Company to deposit all of the funds collected
through the pension / PBOP mechanism into the respective trust funds. Exh. AG-4-24. The
Company may use funds collected from customers through the pension / PBOP mechanism for
any purpose, including enriching shareholders instead of funding the intended trusts. This lack
of dedication of funds to the respective trusts when combined with the high degree of
subjectively in calculating the tariff formula variables renders the tariff defective.

As amply demonstraed by the record evidence in this case, the Bay Sate pension formula
contains inputs that involve subjective decisions and actuarial judgement. Tr. 8, pp. 1258-1309;
1347-1350, 1361-1364 and Tr. 14, pp. 2260, 2262, 2265. It is not the type of objective, actual

cost “'pass-through' provision operating in terms of a mathematical formula” approved by the
Supreme Judicial Court. Consumers Organization For Fair Energy Equity, Inc. v. D.P.U., 368
Mass. 599, 602 (1975). Unlike the Cost of GasAdjustment Clause (“CGAC”), which passes
through actual costs, the Company can produce no bills or invoices for these pension and PBOP

costs. While the Bay Sate formula appearsto be fixed, it containsfar too many complicated

moving elements to be considered fixed from one reconciliation filing to the next. The formula
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is defective and provides no way to determinewhether the increases inrates results from it
ongoing operation will be just and reasonable. The Department should reject it.

C. PBR

1. INTRODUCTION

Bay State Gas Company’ s proposed Performance Based Ratemaking (PBR) Plan neither
caps the prices that the Company charges for distribution service, nor creates incentives for the
Company to provide low cost gas distribution service, and, therefore, should be rejected by the
Department.

The Department estaldished its framework for the price cap formulasin Incentive Rate
Making, D.P.U. 94-158 (1995). The Department then applied that framework in successive
cases NYNEX, D.P.U. 94-50 (1995); Boston Gas Company, D.P.U. 96-50 (Phase 1) (1996);
Boston Gas Company, D.P.U. 96-50-C (1997); and Boston Gas Company, D.P.U. 03-40 (2003).
In the first gas distribution company case, Boston Gas Company, D.P.U. 96-50 (Phase I) (1996),
the Department found the following components to be appropriatefor afirst generation price cap
plan:

Plan Term:  5Years

Inflation Index: GDPPI

Net Productivity Growth

And Input Price Growth: 0.0 Percent

Consumer Dividend 0.5 Percent
Id., pp. 262-283, and 320. The Department approved slightly different terms for the first
generation price cap plan for Berkshire Gas Company:

Plan Term: 10 Years

Inflation Index: GDPPI

Net Productivity Growth
And Input Price Growth: 0.0 Percent
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Consumer Dividend 1.0 Percent
Berkshire Gas Company, D.T.E. 01-56, pp. 10-11 and 19-21 (2001). In the next review of
Boston Gas Company’ s performance under the price cap plan, in D.T.E. 03-40, the Department
modified the price cap mechanism to reflect the additional experience of the utility:

Plan Term: 10 Years

Inflation Index: GDPPI

Net Productivity Growth

And Input Price Growth: 0.11 Percent

Consumer Dividend 0.30 Percent
Id. pp. 473-488, and 494-497. These parameters attempt to control the Company’s prices and
provide incentives for the Company to control the costs for distribution service.

The PBR Plan the Company requests differ dgnificantly from the Department’s
established PBR precedent. Bay State proposes that the Department reject the concept of
reviewing all of the costs of distribution service when determining the relative efficiency of the
company. The Company also proposes denying customers the benefit of the first generation
PBR customer dividend of 0.5 percent to 1.0 percent, while aso denying them the benefit of the
second generation PBR term of ten years. Finally, the Company’s PBR Plan removes from the
price cap formula certain costs that it would like to recover dollar for dollar through
reconciliation clauses, thus rendering the valueof the inflation and price indexes meaningless,
while undermining the whole notion of cost containment. Aswill be discussed below, these
changes will circumvent destroy the Department’ s stated purpose and the expected results from a
PBR Plan. Therefore, the Department should deny the Company’ s proposed changes to its PBR

standards and instead retain the current precedent when setting the base rate for the Company in

this case.
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2. THE TOTAL COST ANALYSIS OF THE COMPANY’S SERVICE
DEMONSTRATES THAT THE COMPANY IS NOT AS EFFICIENT AS THE
INDUSTRY AVERAGE

The Company failed to show that its cost to provide gas distribution serviceis at or below
the industry average. The Department allowsa utility to use the indugry average productivity
offset when it can show that its cost is at or below that of the industry as adjusted for the
particular characteristics of the utility. Boston Gas Company, D.P.U. 96-50 (Phase ), pp. 274-
275 (1996). The evidencein the record shows that Bay State Gas Company’ s costs do not mest
the Department’ s standard since they are above those of the industry average.

The Company’ s original filing provides an analysis performed by Mr. Kaufmann that
failsto include all of the costs of providing distribution service, so therefore, failsto meet the
Department’ s standard. Mr. Kaufmann performed regression analyses to find variables that he
believed determine gas distribution companies’ total operations and maintenance expense. He
then used his regression model to predict the level of operations and maintenance expense for
Bay State Gas Company. He compared his predicted level of O& M expense to the actual
expense for 2003 and claimed that Bay State was an efficient gas distribution company since the
Company’s actual O&M costs were below the predicted level of costs.

A true productivity analysis of the distribution service would include an analysis of all of
the costs of providing that service, the operations and maintenance expenses as well as the
capital costs. Mr. Kaufmann’'s analysis, however, only considers operations and maintenance
expense. Thisnarrow analysis fails to provide a complete picture of the Company’ s costs and
cannot be used to compare the total productivity to that of the rest of the industry. Therefore

without the total cost analysis, the Company has not met the Department’ s requirements. In fact,
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when Mr. Kaufmann did perform atotal cost analysis, the results indicated that the Company
was less productive then industry averages.

3. MR. KAUFMANN’S PRODUCTIVITY ANALYSIS FAILS TO RECOGNIZE
THAT BAY STATE GAS IS PART OF NISOURCE

Mr. Kaufman’s operaions and maintenance expense productivity analysis fails to
properly consider important resources available to Bay State that further prove Company isless
efficient than the industry average. First, Mr. Kaufmann's analysisfailed to reflect thefact that
Bay Stateisadivision of alarger corporation. Ultilities are expected to be more efficient the
larger they are. A basic principle of economicsis economies of scale, the larger afirm isthe
lower will beits unit cog of service. Mr. Kaufmann’'s analysis treatsBay State as a small
standal one distribution company with just 300,000 customers, rather than a part of the second
largest distribution company in the United States with over 3 million customers. This bias
results in a substantial overstatement of the expected cost of serviceand an overstatement as to
the actual efficiency of the Company.

Mr. Kaufmann's productivity analysis also fails to reflect the benefit to Bay State of its
role as part of a combination gas and electric company. Mr. Kaufmann determined that utilities
that are parts of comhined firms with both gas and el ectric operations are expected to have lowver
costs. Bay State has an electric distribution company affiliate, NIPSCO. Although the
companies do not benefit from shared meter reading resour ces like some other combination firms
might, they retain thebiggest benefit, and enjoy the economies, of a service company that
provides employees who provide accounting, finance, treasury, human resource, engineering,
and purchasing functions. Mr. Kaufmann’s analysis fails again to recognize this reality, biasing

his results by overstating Bay State's expected cost of service and an overstatement of the actual
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efficiency of the Company.
4. THE CoOMPANY SHOULD NOT BE ALLOWED TO P1CK AND CHOOSE THE
PARTS OF THE FIRST AND SECOND GENERATION PBRS THAT IT
PREFERS

The Department shoud deny the Company’s proposal to selectively use the individual
components from the Department’ s standard first and second generation PBR Plans that benefit
the Company the most. The Department has determined that PBR Plans should have different
components depending on whether they are first generation or later generation plans. First
generation plans have five-year terms, that is, five years of price cap increases after the cast off
year. First generation plans also have higher consumer dividends added to the productivity
factor to compensatethe Company’ s customers for the change over from rate of retum price
setting to the price cap PBR regulation. On the ather hand, after a utility has completed its first
generation plan, the Department changes these components. The term of the plan increases from
fiveto ten years, and the extra consumer dividend is essentially eliminated.

The Company’ s proposal allowsit to have the best of both first and second generation
PBR Plans while avoidng the worst of both. The Company believesthat the five-year rate
freeze that it proposed as aresult of its merger with NIPSCO was afirst generation PBR Plan.
Thus, it proposes to eliminate the consume dividend adder. At thesametimeitisclaiming to
have finished its first generation PBR, however, Bay State wants to the advantage of having the
five-year term of the first generation PBR Plan.

The Department shoud reject the Company’ s plan to piece together the best plan
possible for its shareholders. The Department has found that arate freeze as the result of a

merger isnot aPBR Plan. Therefore, the PBR Plan that would result from the Order in this case



would be afirst generdion plan. Asaresult, the Department should find, consistent with its
precedent, that the full consumer dividend 0.5 to 1.0 percent should be added to the productivity
factor and that the term of the plan should be five years.'®
5. THE COMPANY’S PROPOSAL TO HAVE A SEPARATE ADJUSTMENT
MECHANISM FOR ITS MAINS AND SERVICES INVESTMENT DEFEATS THE
WHOLE PURPOSE OF THE PRICE CAP FORMULA AND PERFORMANCE
BASED REGULATION.

The Company’s proposal to create a separate tracking mechanismfor mains, services,
and related capital additions after the test year undermines the purpose of the Price Cap formula
and Performance Based Regulation. The rationale underlying the Department’ s move away from
cost based rate regulation was to provide utilities with in incentive for their management to make
those decisions necessary to provide low cost service while still providing them sufficient
revenues to cover those costs. Under a PBR plan, utilities were supposed to find that mix of
capital and labor that provides safe, reliable service at the lowest cost without constant
Department oversight. Bay State’ s proposal in this case defeats al of those purposes,
guaranteeing higher rates, and more required oversight by the Department.

The Bay State' s tracking mechanism for mains, services, and related capital additions
gives the Company anincentive to act uneconamically, raising rates to the detriment of its
customers. The Company’s proposal allows it to recover these post test year capital additions
dollar for dollar, so it will have no incentive to minimize the costs of the capital additions.

Furthermore, it will have no incentive to seek tradeoffs for other dternatives to the capitd

additions, like superior maintenance and leak repairs that might delay the necessity of the main

8 1f the Department findsthat the PBR Plan that results from the Order in this case is indeed a second
generation plan, then it should consistently follow its precedent for the second generation plan, and order
the reduced consumer dividend along with a ten-year term.
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replacements, since those replacements given treatment through the proposed tracking
mechanism will recave dollar for dollar recovery and the maintenance and leak repair expenses
will not.

The Company’ s proposed tracking mechanism will require much more additional
oversight by the Department. The proposed mechanism is not a simple established formula that
requires, like the price cap formula proposal would, a few objective numbers to be inserted each
year. The Company proposes annual Department reviews of its mains, services, and related
capital additions, requiring testimony, discovery, hearings, and briefs, as the parties must now
micromanage the Company’ s investmernt decisions each year. Didthe Company properly
evaluate the mains for the number and types of leaks? Did the Company properly prioritize the
mains for replacement? Should each of the replacements have been done by the Company
employees or outsidevendors? Was each replacement performed by an outside vendor properly
put out for bid? Were the Company costs, including overheads, prudently incurred and
reasonable in amount? When exactly did the plant become use and useful, providing utility
service? The Department will have to answer each of these questions for each main addition.
The establishment of a separate capital addition mechanism will prompt all of the other utilities
under the Department s jurisdiction, including the gas, electric, and water companies, to seek
similar mechanisms. Certainly, anytime utilities are replacing old lines and services, it isbeing
done for safety and reliability purposes like Bay State’s proposal in this case. Therefore, if the
Department approvesthe Company’s capitd additions recovery mechanism in this case, every
utility can propose the same adjustment mechanism. Every utility will then have a“min” rate

case each year as the Department has to review, under this framework, each utility’ s multitude of
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capital additions. Thistype of administrative oversight by the Department is not only
burdensome when the Department must review the activity just for one company, but clearly
unworkable as a method of review of all of the gas, electric, and water companies under the
Department’ s authority.

The Company’s proposal to remove the costs of capital additions from the price cap
formularenders the inflation, productivity, and price indexes tha Mr. Kaufmann determined
useless for purposes of setting rates. Mr. Kaufmann’s productivity analysisis based on the total
costs of providing gasdistribution service. Thisincludes the operations and maintenance
expenses as well as the capital costs. From this analysis he determined price indices and the
productivity factor that he used for his recommendation. Now, he proposes to pull out one of the
costs of providing service and decided that it alone will receive special treatment in the capital
additions recovery mechanism. This scheme, however, destroys the relationship between
inflation factor and the productivity factor as he has calculated them, since they are based on the
al incosts. Theinflation rates, price indices, and productivity factors would have to be
performed excluding the capital addition costs. Mr. Kaufmann failed to perform this analysis.
Therefore, using Mr. Kaufmann's proposed inflation index and productivity factor for Bay
State’ s base rates will per seincorrectly increase rates, because of thisfatal flaw. For thisreason
alone, the Department must reject the Company’ s proposal to extract capital costs out of the
price cap formula and deny the proposed creation of a new capital addtions recovery
mechanism.

D. RATE BASE

A key component of the Company’ sratesisitsrate base. Only prudently incurred costs
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of plant that is used and useful and providing utility service to customers at the end of the test
year can be included in the rate base used to determinerates. Fitchburg Gas & Electric
Company, D.T.E. 02-24/25, pp. 22-24 (2002). Bay State has overstated its rate base by not
recognizing the full amount of gains on sales of its Westborough and propane properties,
imprudently investing in its certain plant additions, attempting to include a GTI research funding
proposal, and incorporating construction work in progress.
1. THE DEPARTMENT SHOULD REVISE THE WESTBOROUGH GAIN ON SALE

The Company sold itsWestborough headquarters, consisting of abuilding and real estate
located at 300 Friberg Parkway, Westborough, M assachusetts, on June 4, 1997 to TriNet
Corporate Redlty Trust, Inc., d/b/a/ TriNet Essential Facilities XXI11, Inc., aMaryland
corporation (“TriNet”), for gross proceeds of $11,409,654," and net proceeds of $10,145,273.
RR-AG-51; Exh. AG-3-42; Exh BSG/JES, Sch. JES-6, p. 7 of 20. The Company reported a net
gain of $864,829 after subtracting $9,280,444 for the net book value of the building and land.
Exh. BSG/JES-1, p. 2-114; Exh. BSG/JES-1, Sch. JES-6. p. 7 of 20; AG-3-42; Tr. 9, p. 1568.
The Company then reduced the net gain further by $141,832 by alocaing a portion of the gain
to other affiliates who paid some of the Westborough rent, leaving aremaining net gain to Bay
State of $722,997. Exh. BSG/JES-1, p. 2-114.°

The Company has incorrectly calculated the amount of net sale gains that should flow

¥ The Westborough Purchase Agreement states the purchase price was $10.8 million plus “credits and
prorations.” RR-AG-49, p. 10. The Company stated that the original cost asof the date of sale was
$11,409,654. RR-AG-51. Neither the buyer nor seller performed an appraisd of the Westborough
property prior to sale (RR-AG-52), so the correct figure for the grossproceeds is$11,409,654. The
Company has not provided the “Basic Lease Information” that was part of the original purchase and
sale/lease back documents. Tr. 9, pp. 1570-1573.

% TriNet did not require an appraisal of the property to set the purchase price, nor does the record
reflect any other explanation asto the reasonablenessof the purchase price. RR-AG-52.
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back to itsrate payers. The Company began itscal culations with the net proceeds, but it should
have begun its cal culation with the gross proceeds and should have itemized all costs of sale
leading to the net proceads. The Company hasfailed to explain or itemize the $1,264,381 of sale
expenses, so the Department is unable to determine whether those sale expenses were reasonable
and prudent. Conseguently, the Department should cal cul ate the net gain based on the gross
proceeds amount -- $11,409,654. Boston Gas, D.T.E. 03-40, p. 181.

The Company also wrongfully reduced the net gain by $141,832 onthe belief that certain
affiliates should be entitled to share in that gain. A close review of the use of the Westborough
facilities reveals that only 26 Bay State employees occupy the 88,000 square feet of office space
asof July 7, 2005. RR-AG-2. The Service Company houses an additional 22 NCSC employees
in the Westborough building. /d. The Company is subletting the remainder of the space and
receiving a substantial amount of rent -- from 2002 to 2004 the sublet rent increased from
$55,716 to $179,653.29. RR-UWUA-6. The Company has not identified the subl essees,
provided the square footage occupied by each sublessee, or listed the square footage used for
non-utility purposes®

Department precedent requires the Company to adjust its cost of service for utility
property that is not used for utility purposes. Boston Gas, D.T.E. 03-40, p. 173. This adjustment
is appropriate to prevent double-recovery of a pro rata share of lease and operating costs from

ratepayers. Id. The Company has not provided the Department and parties with the floor plans

“The Company leases its Westborough headquarters, consisting of a building and real estate located at
300 Friberg Parkway, Westborough, Massachusetts, on a 15-year lease for $1,122,180 annually. Exh.
BSG/DGC-1, p. 57 of 63, Bay Stamp page 3-126. The Department should exclude the lease expenses
included inthe cost of service for the same reasons as it includesall of the gains of sale of the
Westborough headquarters.
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or the breakdown of square footage of the Westborough facilities attributable to utility versus
non-utility operations separated by sublessee. The Company, therefore, cannot substartiate its
claim that affiliateswho used the premisesare entitled to any pro-raed gain from the sale much
less $141,832.

Additionally, the Company has failed to conduct a proper cost/benefit analysis comparing
the economic advantages of retaining the prgperty with implementing a sale/lease back
transaction. The Department has held that: "prudent business practice would require a pre-
execution analysis to deermine whether it is cheaper to purchase or lease office space, in order
to obtain the |least expensive office space for a company’ s ratepayers.” D.P.U.89-114/90-331/91-
80, Phase |, at 96, 98. The Company failed to obtain an appraisal of the property and used a one-
year analysisto conclude that the sale/lease back transaction was financially superior, but the
Company should have used a 25-year period for its analysis since that is the maximum amount
of time the Company could have retained the use of the property. Tr. 9, pp. 1569-1570. Without
that analysis, the Company cannot determine -- or the Department review -- whether the
resulting comparison would have favored retention, rather than sale/lease back.

Where the Company sellsits utility property, the Department’ s long-standing policy with
respect to gains on the sale of utility property has been to require the return to ratepayers of the
entire gain associated with the sale. Boston Gas, D.T.E. 03-40, p. 180; Commonwealth Electric
Company, D.P.U. 88-135/151, at 92 (1988); D.P.U. 88-250, at 35-41; Boston Gas Company,
D.P.U. 1100, at 62-65 (1982). The Company has not complied with Department rules for
allocating the gain from the Westborough sale, so the Department should increase the net gain

attributabl e to the sale of the Westborough properties.

-40-



2. THE COMPANY HAS NOT SHOWN THAT ITS SALE OF PROPANE
PROPERTIES TO ITS AFFILIATE, ENERGYUSA, WAS PRUDENT

The Company sold itspropane properties to EnergyUSA, Inc., a NiSource affiliate, in
2001 and 2002 for net proceeds of $891,015.% Exh. AG-3-44 (Confidential); Exh BSG/JES,
Sch. JES-6, p. 7 of 20, Bate Stamp page 2-177; Exh. AG-1-98(A), p. 8, 10 of 29; Exh. AG-1-
98(B), p. 1, 5, 7 of 7. The Company reported a net gain of $230,203 after subtracting $574,877
for the net book value of the equipment. /d. The Company then reduced the net gain further by
$38,398 by alocating a portion of the gain to ather affiliates, leaving aremaining net gain to Bay
State of $191,805. Exh. BSG/JES-1, Sch. JES-6, p. 2-177.

The same arguments set forth regarding the sale of the Company’ s Westborough
headquarters apply to the Company’s sale of the five propane storage tank properties. The
Company has incorrectly calculated the share of gains from the sale of the propane properties it
should return to itsrate payers. The Company began its calcul ations with the net gain, but the
Company should have started by providing the gross proceeds, itemizing and subtracting all
costs of sale, and showing the net proceeds. The Company has failedto provide the sales prices
or explain or itemize any of the sale expenses, which prevents the Department from determining
whether the sales were prudent and whether the prices were reasonable. Consequently, the
Department should calculate the net gain based on the gross proceeds amount. Boston Gas,
D.T.E. 03-40, p. 181.

The Company admitsthat it did not calcul ate a cost/benefit analysis comparing the

22 Company has not produced copies of the purchase and sales agreementsfor thesefive propane
storage tank facilitiesbut has produced copies of the quit claim deeds for West Springfidd, Medway, and
Brockton, and the ground leases and notices of leases for the Lawrence and Taunton properties. Exh.
AG-3-44. Consequently, it isimpossible for the Department to ascertain the sales prices for these
properties or whether the sales prices were reasonabl e.
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economic advantages of retaining the property with implementing a sale/lease back transaction.
Exh. AG-3-44(3) (Confidential). The Department is thus unable to determine whether the
Company realizes greater cost savings by leasing, rather than owning, the propane properties.
The Department has held that: "prudent business practice would require a pre-execution analysis
to determine whether it is cheaper to purchase o |ease office space, inorder to obtain the least
expensive office space for a company’ s ratepayers.” D.P.U.89-114/90-331/91-80, Phase |, at 96,
98. Failure to conduct acost/benefit analysis, especially where the purchaser is an affiliate, raises
the presumption that the transaction was not arms length and may be subject to self-dealing.
Furthermore, the Department has no basis upon which to determine that the portion of the
propane storage tank property lease paymentsincluded in the test year cost of service are
reasonable, especially since the payments areflowing from one NiSource subsidiary to another.
The Company reduced the net gain by $38,398 claiming that certain affiliates and non-utilities
should be entitled to share in that gain. A close review of the quit claim deeds and ground
releases reveals no description of any affiliate or non-utility use of the properties, and the
Company failed to explain how it reached its dlocation percentages.

Where the Company sellsits utility property, the Department’ s long-standing policy with
respect to gains on the sale of utility property has been to require the return to ratepayers of the
entire gain associated with the sale. Boston Gas, D.T.E. 03-40, p. 180; Commonwealth Electric
Company, D.P.U. 88-135/151, at 92 (1988); D.P.U. 88-250, at 35-41; Boston Gas Company,
D.P.U. 1100, at 62-65 (1982). The Company has not complied with Department rules for

allocating the gain from the propane storagetank sales, so the Department should increase Bay
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State's share of the net gain.®

3. THE DEPARTMENT SHOULD EXCLUDE FROM RATE BASE THE
COMPANY’S IMPRUDENT EXPENDITURES FOR ITS PLANT ADDITIONS.

a. The Department Should Remove The $21,546,059 Of
Customer Information System Program Costs From Rate Base

The Department shoud remove the cost of the Company’s Customer Information System
(“CIS’) program from rate base. The Department has determined that non-discretionary or non-
revenue producing plant investment like the CI'S system must be evaluated under the prudent,
used and useful standard. Boston Gas Company, D.T.E. 03-40, p. 82 (2003) citing Western
Massachusetts Electric Company, D.P.U. 85-270, p. 20(1986). The Department has also stated
that in determining the prudence of the costs incurred, the competitive bidding processis one
important means to measure whether a utility has controlled costs. Boston Gas Company, D.T.E.
03-40, p. 84 (2003). The Department removes from rate base thase costs associated with
imprudent solicitation of vendors. I1d., Massachusetts-American Water Company, D.P.U. 95-
118, pp. 45-46 (1996), Boston Gas Company, D.P.U. 93-60, pp. 27-29 (1993).

The Company made no effort to control or contain the costs associated with its new CIS
program. Exh. BSG/'DGC-11, p. 1. The CIS system was installed and the existing database was
“cleansed” to make it compatible with the new system during the 1999 to 2001 period. Id. items
List Numbers 5 and 6. The project was estimated to cost $7 million and the cost to “cleanse” the
database was $1,101,600 for atotal estimate of $8,101,600. Exh. DTE-3-36, pp. 28 and 36.

When the final costs of the projects came in however, the total cost was $21,546,059, more than

% The Company agreed to supplement Exh. AG-3-44 with the propane storage tank properties
purchase and sde agreements. Tr. __,p. __
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two and one-half times the original estimate. Exh. BSG/DGC-11, p. 1, itemsList Numbers 5
and 6. [ $15,403,324 + $6,142,735].

Like many of its software projects, the Company had little regard for cost overruns when
it was managing the CIS project. The Company provided no explanation for this gigantic $13
million cost overrun. Tr. 15, pp. 2545-2546; Exh. DTE-3-36, pp. 28 and 36.  The project was
never put out to bid. Tr. 15, p. 2545. The Company made no showing of proof that it made any
effort to control costs. /d.

The Company’ s only defense for its choice of vendors for the CIS project was that IBM
(the chosen vendor) “knew” the system and was therefore better positioned to “leverage off” of
that knowledge base. Tr. 15, p. 2545. This“leveraging” however, is only beneficial, in this
case, if it offers benefits to the Company and not IBM. Clearly, the choice of IBM did not lead
to lower costs — when the final costs are two and one-half times the casts the original estimate,
costs are out of control.

The fact that the Company made no effort to determine whether there was any lower cost
aternative, the fact that the project that the Company chose was not put out to bid, and the fact
that the final cost was two and one-half times the originally estimated cost without one word of
reasoned explanation, means that the CIS costs were imprudently incurred. Therefore, the
Department should remove $21,546,059 of costs of Bay State Gas Company’s CIS system, since
the Company has not shown that they were prudently incurred. Boston Gas Company, D.T.E.
03-40, p. 82 (2003) citing Western Massachusetts Electric Company, D.P.U. 85-270, p. 20
(1986) and Massachusetts-American Water Company, D.P.U. 95-118, pp. 45-46 (1996), Boston

Gas Company, D.P.U. 93-60, pp. 27-29 (1993).



b. The Department Should Exclude From Rate Base Those
Projects For Which There Are No Reports Explaining Reasons
For Cost Overruns.

The Company has faled to meet the burden of proof demonstraing that certain of its
expenditures for plant additions were prudent. The Department has cautioned utility companies
that, because they bear the burden of demondrating the propriety of additions to rate base,
failure to provide clear and cohesive reviewable evidence on rate base additions increases the
risk to the utility that the Department will disallow these expenditures. Massachusetts Electric
Company, D.P.U. 95-40, p. 7 (1995); Boston Gas Company, D.P.U. 93-60, p. 26, Berkshire Gas
Company, D.P.U. 92-210, at 24; see aso Massachusetts Electric Company vs. Department of
Public Utilities, 376 Mass 294, at 304 (1978); Metropolitan District Commission v. Department
of Public Utilities, 352 Mass. 18, at 24 (1967).

The Company has failed to meet its burden of demonstrating the prudence of its costs for
several of its plant additions. Five of the Company’ s projects contain no documentation to
demonstrate the project was initially economic. See Exh. D.T.E.-3-22 Revised; Exh. D.T.E.- 3-
27 Revised. Although these five projects experienced cost overruns, the Company did not

provide any cost overrun description:

Project ID Number
L99D0052
B98D0093
L95D0023
B94D0068
B94D0101

Since the Company did not provide clear and cohesive reviewable evidence that these

-45-



projects were economic investments the Department cannot evaluate their prudence, and
ratepayers should not have to pay for these possibly imprudent costs The Department should
exclude from rate base the total cost for the five projects, $762,210. 7d.

c. The Department Should Exclude From Rate Base Those
Projects For Which There Are Excessive Cost Overruns.

The Department basesits prudence review on whether the company’ sactions were in fact
prudent in light of all circumstances which were known or reasonably should have been known
at the time adecision was made. Boston Gas Company, D.P.U. 93-60, pp. 24-25; Western
Massachusetts Electric Company, D.P.U. 85-270, at 22-23; Boston Edison Company, D.P.U.
906, p. 165 (1982). The Company has not demonstrated that its actions were prudent in terms of
projects that had cost overruns. Out of thirty-four revenue producing projects, twenty-one, or
more than 60% of the projects, contained cost overruns** Of those twenty-one projects,

fourteen, or more than two-thirds, had cost overruns that exceeded 20% of the original estimated

Ccost.

Project ID Number Project ID Number
L2000D0022 S95D1040
B98D0065 College Highway
B98D0125 B01D0041
S98D1038 B99D0121

S98D 1087 S99D 1064
L97D0013 S99D1091
L97D0016 L98D0055

* The Company provided capital authorizations and dosing reports for thirty four revenue producing
projects that cost $50,000 or more. See Exh. DTE-3-22 Revised; Exh. DTE-3-27 Revised.
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See Exh. DTE-3-22 Revised; Exh. DTE-3-27 Revised. The majority of the Company’ s revenue
producing projects had significant cost overruns, i ndicating that the Company has adifficult time
adequately estimating project costs, staying on budget, and mitigating significant cost overruns.
The ratepayers should not have to pay for the Campany’ s inability to @ther correctly estimate
the budget of a project or contain costs. For these reasons, the Department should remove from
rate base the cost of the fourteen projects with cost overruns that exceed 20%, $4,474,078.
d. The Department Should Remove from Rate Base the Cost of

Non-discretionary Projects For Which the Company Did Not

Perform a Cost-benefit Analysis or Show Cost Containment

Efforts.

Non-discretionary plant investment must beused and useful in providing service to
ratepayers and the expenditures must have been prudently incurred. D.T.E. 03-40, p. 82, citing
Western Massachusetts Electric Company, D.P.U. 85-270, p. 20. For non-discretionary projects,
as in revenue producing projects, prudent utility management and common business practice
dictates the need for projects appropriate cost-analysis to determine the cost of the project prior
to commencement. Boston Gas Co., D.P.U. 93-60, p. 27 (1993).

The Company claims that since these projects are non-discretionary, it has no choice but
to complete these projects regardless of the cost or cost overruns that may occur. Tr. 21, pp.
3388-89, 3392, 3394. Then non-discretionary projects, however, may be managed well to assure
expenditures are not excessive and to avoid cost overruns. The Company’ s recent change of

procedures that now provide management with explanations of cos overrunsin these projects®

IS not a cost containment measure for that project but simply away to identify the problemsto

% The Company changed its congruction management processin early 2004 to require explanations
of cost overrunsin field projects. Tr. 21, p. 3388.
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prevent them from happening in the future. See Tr. 21, p. 3388. The Company does not evaluate
these projects with the intention of containing or mitigating costs as they exceed the budget. /d.
Thisis not prudent behavior and ratepayers shoud not have to pay for the Company’s
unwillingness to contain costs when these nondiscretionary projects exceed the estimated budget.
The Department shoud remove from rate base the total of the cog overruns for the Company’s
nondiscretionary projects listed in DTE-3-21 revised, DTE-3-21 revised supplement, and AG-1-
19.

4. THE DEPARTMENT SHOULD DENY THE COMPANY’S PROPOSED
ADDITION OF CONSTRUCTION WORK IN PROGRESS TO RATE BASE

The Department should deny the Company’ s proposed addition to rate base of
Construction Work In Progress (“CWIP’). Exh. BSG/JES-1, Sch. JES-13, pp. 1 and 4. The
Department has a longstanding precedent of using test-year end rate base. Massachusetts
Electric Company, D.P.U. 92-78, p. 5 (1992) and Bay State Gas Company, D.P.U. 92-111, p. 64
(1992). Only prudently incurred costs of plart that is used and useful and providing utility
service to customers & test year end can be included in the rate base used to determine base
rates.”®

The Company proposes to include in rate base $1,053,621 of CWIP of its total test year
end balance of CWIP of $7,385,734. Exh. BSG/JES-1, Sch. JES-13, p. 1. According to the

Company’ s revenue requirement witness Mr. Skirtich, the $1,053,621 of CWIP that he proposes

% See Fitchburg Gas & Electric Light Company, D.T.E. 02-24/25, pp. 22-24 (2002); Fitchburg Gas
& Electric Light Company, D.T .E. 98-51, p. 9 (1998) (“In order to qualify for inclusionin rates, a utility's
plant investment must be in service and providing benefits to customers.”); New England Telephone and
Telegraph Company, D.P.U. 94-50, p. 295 (1995); Western Massachusetts Electric Company, D.P.U. 85-
270, pp. 20-27 and pp. 60-66 (1986); Western Massachusetts Electric Company, D.P.U. 84-25, pp. 33-43
(1984).
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to include are associated with non-revenue producing plant additions that have been completed,
but, because of alag in accounting, have not been transferred to Utility Plant In Service. Exh.
BSG/JES-1, p.49. Mr, Skirtich’s claims, however, are contradicted by the sworn statements of
the Company’ s accountants and auditors. Exh. AG 1-2(8) Bay State Company 2004 Annual
Return to the Department, pp. C-4, R-1, 81.

The dollar amount that Mr. Skirtich proposes to include in rate base was derived from the
$7,385,734 balance of CWIP on December 31, 2004, the end of thetest year. Id. and Exh.
BSG/JES-1, Sch. JES-13, p. 1. ThisCWIP balanceis aso found on page 13, line 8 of the
Company’s 2004 Annual Return to the Department. This total balance, by definition, iswork in
progress that should not be included in rate base. Uniform System Of Accounts For Gas
Companies, p. 33, [Balance Sheet Accounts, 1.Utility Plant, Account 107 Construction Work in
Progress., Part A.]¥

On the other hand, plant additions that have been completed by the end of the test year

appear in Account 106, Completed Construction Not Classified.? Plant Additions appearing in

27 Account 107 states that:

This account shall include the total of the bdance of work orders for
utility plant in process of construction.

Uniform System Of Accounts For Gas Companies, p. 33, [Balance Sheet Accounts, 1.Utility Plant,
Account 107 Construction Work in Progress., Part A .]
% Account 106 states that:

At the end of the year or such other date as a balance sheet may be required by the
Department, this account shall include the total of the balance of work orders for utility
plant which hasbeen completed and placed in service but which work orders haven not
been classified for transfer to the detailed utility plant accounts.

Uniform System Of Accounts For Gas Companies, p. 33, [Balance Sheet Accounts, 1.Utility Plant,
Account 106, Completed Construction N ot Classified].
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this account may be eligible for inclusion in rate base as Mr. Skirtich has advocated. Bay State’s
Account 106 has a zero balance as of a December 31, 2004. See 2004 Annual Report to the
Department, p. 13, line 4. Therefore, the Company has reported to the Department that dl of its
construction at the end of the test year was, indeed, in progress and so should not be included in
rate base.

The reports directly contradict Mr. Skirtch’s clams that the CWIP assetsin his
adjustment were in service.® Since Mr. Skirtich is neither an accountant nor a Certified Public
Account, the Department should not credit his testimony that contradicts the information of the
Company’s own CPAs in their reports to the Department. Therefare, the Department should
deny Mr. Skirtich’s proposed addition of CWIP to rate base, and reduce the rate base by
$1,053,621.

E. REVENUE ADJUSTMENTS

1. ENERGY EFFICIENCY ADJUSTMENT

L ost base revenues are the revenues that a utility does not collect from itscustomers
because of the decrease in billing quantities that result from the implementation of conservation
programs. Western Massachusetts Electric Company, D.P.U. 94-8C-A, 95-8C-1, 96-8C-1, p. 3
(1996). The Department allows companies to recover these costs as a component of the
company’s conservation charge. Bay State has entered into a settlement agreement, pending
Department approval that governs the Company’ slost base revenue recovery. Bay State Gas

Company, D.T.E. 04-39, Settlement Agreement 8lI., pp. 10-11 (August 12, 2004).

*The Annual Reports to the Department are submitted under the penalties of perjury. The Company’s
accountant’ s and auditors, including the Company Controller, Mr. Robert G. Kriner, have filed their own
sworn financial reports with the Department and they clearly state that there is no plant that has been
completed, but not been transferred to Utility Plant In Service.
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As part of the annual price cap calculation the Company proposes to adjust its prior
year’s revenues to account for lost revenues from energy efficiency programs implemented
during the prior calendar year. Exh. BSG/JAF-3, Sch. JAF-3-1, pp. 3-639, 3-640. The
Company’ s witness testified that the Company proposes to eliminate the recovery of lost base
revenues through the Company’s LDAC as part of the conservation charge component.
Although the Company has entered into a setlement agreement governing the energy efficiency
program and the recovery of costs, including lost base revenues, the witness testified that the
Company had not consulted with the signatories before proposing to change the method of
treating lost base revenue. The Department asked the Company to confer with the settling
parties about the proposal and to report the outcome of the discussions in response to a record
request, DTE-RR-125. Tr. 19, pp. 3025-3027. The Company, however, has not provided a
response to the Department’ srequest. The Attorney General reserves his right to comment on
the response in his reply brief if appropriate®

2. THE COMPANY’S REVENUES ARE UNDERSTATED

In addition to the Energy Products and & Services (“EP&S’) revenues that the Company
did not include in its revenue regquirement determination, see Section V1,F5,a, the Company also
erroneously excluded known and measurable revenues from the proposed dual fuel tariff
provisions and increases resulting from spedal contract provisions. The Department shoud
require the Company to include the additional dual fuel revenues and additional special contract

revenues both of which are known and measurable changes to test year revenue levels and

¥The Department’s PBR formulais a price cap that provides for the adjustment of current rates
(prices) based on an adjusted inflation index. Boston Gas Company, DTE 97-92, p.1 (1997). Because it
adjusts current prices, not revenues, there is no need for thisproposal that adjusts for log revenues, and
the Department should not approve it.
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therefore are properly included under longstanding Department precedent. Essex County Gas
Company, D.P.U. 87-59, p. 3 (1987).

a. Dual Fuel Revenues

The Company proposes new tariff termstobeincluded initslarge C&| tariffs that will

effectively imposea minimum bill requirement on dual fud customers. The new termsresult in
increased revenue to the Company, Exh. BSG/JAF-3, pp. 5-6, but the Company has ignored the
revenue impact that this proposa will have. In response to the Attorney General’s request, the
Company provided a calculation of the additional revenue that would have been generated
during the test year if the provisions had been ineffect. RR-AG-57. Unlessthisrevenueis
accounted for in the Company’ s revenue requirements, the new rates will result in an over
collection of allowed costs.* Department precedent supports the inclusion of this type of post
test year adjustment under the standard applicable to all revenue and expense adjustments, the
known and measurable standard. Fitchburg Gas & Electric Light Company, D.T.E. 02-24/25, p.
76 (2002) and Boston Gas Company, D.T.E. 03-40, p.11(2003) (Allowing adjustmentsto test
year revenues for changesin rates).?> The Company’s revenue requirement should be reduced
by $203,841 for the increased revenues related to the Company’ s proposed dual fuel provisions.
RR-AG-57, p. 2 of 6.

b. The Company Should Include All Known and Measurable

Special Contract Revenue in the Calculation of its Revenue
Requirements

' The new tariff provisions will generate revenues in addition to the tariffed rates applied to the test
year normalize bill quantities. The dual fuel provision will generate revenues based on volumes not
billed therefore volumes that are not included in the bill determinants used to design the proposed rates.

¥The dual fuel provision issimilar to the implementation of new fees. The Company has included a
revenue adjusgment to reflect the fee increasesitis proposing. RR-DTE-98.
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The Company’ sfiling includes a proposed ad ustment to test year revenues for asingle
special contract in the amount of $418,748. The adjustment reflectsthe contract provision that
requires the rates the contract customer pays toincrease in proportion to the Company’ s base
rate increases. AG-1-9. Inresponding to a data request, the Comparny found that it had
overlooked another special contract related adjustment in the amount of $404,852 to reflect the
customer’s minimum bill provisions. The Company has indicated that it will include this
adjustment in any revised cost of service calculations. Exh. AG-9-1 and RR-DTE-18.

On cross examinationthe Company’ s witness explained that severd special contracts
have escalation provisions. TR. 10, p. 1731. According to the witness, however, the Company
did not include the post test year price escalation effects in the cal culation of the Company’s
proposed revenue requirements. In response to arecord request, the Company calculated the
annual impact of the 2005 escalation as an increase of $17,050. RR-AG-59, p.1 of 2. Inthe
response to RR-AG-59, in addition to the price escalation adjustment, the Company included the
affect of the proposed distribution rate increase on another special contract customer. This
amount, $7,363 should also be included in the proforma cost of service. Both of these
adjustments are known and measurabl e changes and should be included in the proforma cost to
sarve. Essex Gas Company, D.T.E. 87-59.

3. PoST TEST YEAR REVENUE INCREASES UNDER PRICE CAP REGULATED

RATES--A PROPOSAL

The coststo provide EP& S and special contract services are included in the Company’s

total revenue requirement. The EP& S and special contract revenues are credited to the cost of
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service in order to eliminate any subsidy and to give the benefits to the customers that share the
cost burden. As state above, the Company has the discretion to increase the EP& S charges and
introduce new services In fact, the Company plans to exercise that dscretion by expandingits
Guardian Care product line to include central air conditioning and has estimated that by 2007 the
annual revenues will be $221,908. Exh. AG-9-47. Specia contracts contain price adjustment
provisions and the Company will receive potertially significant revenues from one specid
contract customer for services that had not commenced during thetest year due to regulatory
delaysat FERC. Exh. AG-22-48. The Company’s shareholders will be the sole beneficiaries of
the cumulative effect these new and annually recurring revenue increases, while the captive
distribution customers are burdened with the annual increases under the price cap mechanism.
The Attorney General recommends that the Department require the Company to flow through the
benefits of these additional revenues to the Company’s LDAC.

F. EXPENSES

1. THE DEPARTMENT SHOULD REDUCE THE COMPANY’S DEPRECIATION
EXPENSE LEVEL.

The Company requesed a $28,844,934 depreciation expense for the period ended
December 31, 2004. Exhibit BSG-JES-1, Schedule JES-7, page 2 of 4. This request represents
a$4,968,090 or 21% increase in depreciation expense above the $23,876,844 of depreciation
expense that the existing depreciation rates would produce. Exh. AG-6, page 3. The Department
should reject the Company’ s proposal and use instead a depreciation expense of $23,250,682

corresponding to plant as of December 31, 2004. This amount represents a $626,162 or 2.6%

% The Company’s request is supported by a depreciation study developed by Company witness Earl
M. Robinson (Exh. BSG/EMR-1). The Attomey General challenged the Company’s depreciation
expense through the testimony of Jacob Pous of Diversified Utility Consultants. Exh. AG-6.
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reduction from the depreciation expense based on existing depreciation rates and a difference of
$5,594,252 from the Company's propased depreciation expense.

In its depreciation study, the Company identified several significant changes between the
proposed rates and its existing depreciation rates.** More than 87% of the Company’ s requested
depreciation expense increase is attributable to salvage and life changes associated with only two
accounts: Accounts 376 —Mains and 380 — Services. Exh. AG-6, Schedule JP-1, page 1. The
changes in depreciationrates and resulting changes in depreciation expense for Accounts 376 —

Mains and 380 -- Services as of December 31, 2004 are set forth below.

Net Changein
Existing Proposed
Depreciation
Account # Depreciation | Depreciation
Expense
Rate Rate
2004
376 —Mains
376.1 — Cast Iron 1.3% 2.41% $63,170
376.2 — Coated/Wrapped 1.31% 2.53% $1,782,624
376.3 — Bare Stedl 1.75% 4.76% $76,376
376.4 — Plastic Mains 1.84% 2.17% $416,050
376.5 — Joint Sedls 4.74% 6.42% $336,348
376.6 — Cathodic Protection 5.61% 7.55% $160,527
Subtotal Mains $2,835,095
380 -- Services 4.42% 5.08% $1,509,726
Total Mains & Services $4,344,821

The Company’ s depreciation rates are incorrect because the underlying net salvage and

% Those changes were most notably attributable to modifications in depreciation ratesfor accounts 321
- LNG Equipment, 376 - Mains, 380-Services 382 - Meter Installation, 391.2 - Office Furniture and
Equipment — Computer & IT Equipment, and 397.2 — Communications Equipment — Metscan Meter
Interface Units (Exh. BSG/EMR-1, p. 28).
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life curve values are incorrect. Instead, the Department should: (1) adopt a negative 10% net
salvage value® for account 376-Mainsto reflect reasonable, historical experience; (2) use a
negative 110% net salvage value for account 380-Services as a more conservative estimate of the
actual value of pipe services; (3) order the Company to perform afully documented depreciation
study that details the basis and justification for net salvage in its next depreciation study; and (4)
adopt the Attorney General’s proposed 68-S1.5 life-curve recommendation for plastic mains and
74-R4 life-curve recommendation for coatedwrapped steel mains as the only credible analyses
in the record.

a. Account 376 - Mains Net Salvage Should Be Negative 10%, Not
Negative 15%.

The Company is requesting $463,586,036 of negative net salvage for all its investment
over the entire life of the plant (Exh. AG-6 Schedule JP-1 column (&), plant balances times
Exhibit BSG/EMR-2 Table 3 column (e), net salvage rates). This means the Company is seeking
$1.64 depreciation expense for every dollar of investment ($1 for the origina investment plus 64
cents additional for expected negative net salvage). Exh. AG-6. Thisrepresents a $104,525,053
increase in the level of negative net salvage the Company is requesting for plant and service as
of the end of 2004 (Exh. AG-6, Schedule JP-1 page 1 of 2, column (a) for 2004 plant balances
times the existing net slvage rates Exh. BSGEMR-2, Table 1a, page2-3, column (e)). Of this

amount, $80,060,569 is attributable to accounts 376 — Mains and 380 — Services. Id. According

% Net salvage is one component of the overall depreciation formula. Net salvage represents gross
salvage less cost of removal incurred in association with retirements. Gross salvage not only represents
scrap value obtained for plant, but also reimbursements from third parties such asinsurance carriers for
damage property and credits for reuse when plant is retur ned to Company stores. Exh. A G-6, pp. 8-9.
Cost of removal represents the costincurred by the Company to remove plant, not subject to replacement
activity. In situations where gross salvage is less than the cost of removal, net salvage is negative.
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to the Company, it combines its forecasted gross salvage and future cost of removal to arive at
itsanalytically derived forecasted net salvage amount (the Company’s proposed net salvage
amounts do not correspond to the analytically derived values from its own historical salvage
analyses) (Exh. BSG/EMR-4 page 10).
The Company’ s support of its proposal for account 376 is set forth on page 11 of Exh.
AG-6:
A. The Company relied on historical data from 1980 through 2003 that ranged from
a negative 3% to a negative 85% with an overall average of a negative 12%, and
negative net salvage declined during the mid-90s but incurred far higher levels of

negative net salvage in more recent years,

B. The Company performed analytical analysisto forecast future net salvage of
approximately negative 22%;

C. From these items of information, the Company “anticipated” that the level of
negative net salvage will increase in the future as the property ages due tolocal
regul ations and manpower requirements; and

D. The Company concludes that given the above noted considerations, its
“experience and expectations’ result in a negative 15% proposal.

The Company does na present a nexus between the various data pointsand its analysis
to arrive at a negative 15%. Instead, it relies on generalized phrases, such as “anticipated” or
“experience and expectations associated with potential local regulations and resulting manpower
requirements’ to somehow arrive at a negative 15%. The Company does not refer to any
specific anticipated future local regulation that may become more onerous, so the Department
should not give any support for the Company’ s proposal. The only claim the Company makes
that may result in future manpower requirements apparently rests on a 2.75% annual inflation
factor for future cost of removal expectations. However, if this was the sole remaining basis for

the Company’ s selection of a negative 15%, then it also must be disregarded for several reasons.
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First, historical data does not support the Company’ s premise that inflation is the sole
factor to be considered for future changesin cost of removal * Exh. AG-6, p. 15. Second, Mr.
Robinson did not rely on his own analysis since the forecasted cost of removal was a negative
23%, yet he proposed atata net salvage of only anegative 15%. Next, the Company’s
regression analysis (Exh. BSG/EMR, p.4; Exh. AG-6, EMR-1) is questionable because Mr.
Robinson could not explain the purpose of the R squared statistic, which underlies the linear
regression analysis. Tr. 22, p. 3787. Additionally, the Company’s 4% relationship resulting
from the regression analysis does not credibly explain future cost of removal and failsto explain
96% of depicted historical relationship. Exh. AG-6.

Reviewing the annual and the rolling 3-year band historical information set forth on for
account 376 clearly demonstrates that an increase in negative net salvageto anegative 15 is
unwarranted at this time (Exh, BSG/EMR-2 at pages 7-19 and 7-20). Page 7-20 of the
depreciation study reflects the 3-year rolling bands relied upon by the Company. There the
Company identifiesthat only 2 of the last 9 3-year rolling bands exceeded a negative 10% net
salvage. In fact, those two bands were negative 11.27% and negative 12.94%, both under the
negative 15% proposed by the Company. Given the Company’s proper recognition of cost of
removal accounting even a negative 10% appeas to be excessively negdive. However,
retention of the negative 10% does comport with the historical experience of the Company and

does not rely on invalid analytical tools that are either fatally flawed or produce illogical or

% While Mr. Robinson pointed out that the “Y” axis wasmislabeled and should have been cost of
removal along with one minor numericd error, those did not change the ultimate inaccuracy. The minor
numerical error corresponded to only one daa point a age 32.5 years of age and resulted in a 5%
negative cog of removal rather than a negative 3%. Exh. BSG/EMR-2 page 7-19; Tr. 22, p. 3782; Exh.
BSG/EMR-4; Exh. EMR-R1.
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impossible values as does the Company’ s analytical tools.
b. Account 380 - Services Net Salvage Should Be Negative 110%.

The Company’ s narrative presentation for account 380 — Services can be broken down
into the following components:

A. The Company relied on a 1980 through 2003 database ranging from a negative

88% to a negative 1,724% with an average net salvage of anegative 171%, and
negative net salvage dedined in the mid-90s but increasing in more recent years,
B. The Company performed its forecast analyses (linear trend for gross salvage, and
inflation escalation for cost of removal) that resulted in aforecasted negative
400%; and

C. That the Company arrived at its proposed negative 170% after giving
consideration to the overall historical data and the recent negative net salvage
levelsaswell asits forecast analysis.

The Company identified historical values that ranged from a negative 88% to a negative
1,724%, used a flawed analytical linear regresson and inflation escalation analyses, then arrived
at anegative 170% net salvage for 380 — Services. The Company used arange for net salvage
values from a negative 88% to a negative 1,724% and then chose a negative 170% without any
specific presentation of how that particular value was selected.

Mr. Pous's lower negative 10% net salvage value for account 380 — Servicesis more
appropriate. The Company’s underlying historical data are suspect because they did not present
aconsistent number of services being retired by year, as set forth on pages 19 and 20 of Mr.
Pous' testimony (Exh. AG-6). The Company presented significantly difference values of annual
retirements for Bare Steel and Coated/Wrapped Steel Services for the period 1999 through 2004,
depending on the Company document. Mr. Pous tested the Company’ s proposals and experience

against industry information in order to assess the level of credibility that should be afforded the
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Company’s proposal. He demonstrated tha the Company’ s request for account 380 is
approximately 11 times greater than its negative net salvage request for account 376 — Mains.
Given that Services are basically small pipes running from the larger mainsin the street to the
customer’ s delivery point, one would not expect a dramatic difference in cost of removal
between the two different types of pipes. Thislogical relationship was confirmed by Mr. Pous
review of industry information, which indicated that the industry was experiencing atwo tothree
time net salvage relationship between services and mains (Exh. AG-6 page 22). Thus, the
Company’ s presentation on its face is approximately four to five times the level experienced by
the industry.

Mr. Pous tested the Company’ s claimed reliance on more recent net sdvage as part of its
narrative explanation for its proposal and found that the four most recent 3-year historical bands
relied on by the Company yielded values from a negative 136% to a negative 159%, all of which
are less negative than the negative 170% proposed by the Company (Exh. AG-6 page 21). Mr.
Pous reviewed the historical data from a materiality standpoint by analyzing those years within
the last 10 years with the larger annual level of dollarsretired. 7d. There he found that the four
years with the highest level of reti rement activity on acombined basis during that time frame
yielded a negative 110% value. Id. Given that the Company will be experiencing higher levels
of retirementsin the future as plant approaches its average service life, it isredlistic for the
Department to assume that the net salvage levels experienced by the larger levels of annual
retirements may be more indicative of what can be expected in the future.

The Company has a pdicy where it abandons in place those services it can, which should

result in lower levels of cost of removal, not more negative levels as the Company proposes with
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its negative 170% proposal. Exh. AG-6, p. 24. Mr. Pous, in performing a check of
reasonableness of the results of his and the Company’ s results, found that the Company’s
proposed negative 170% value was out of line with industry averages. Id. The overall industry
averages ranged from a negative 45% to a negative 105% depending on the index. Id., p. 23.%'
The Company performed avery limited industry comparison (Exh. BSG/EMR-4 and Exh.
BSG/EMR-3), which compromised the results (a negative 91% for all companies and a negative
129% for only New Engand companies) Id. These values are significantly |ess negative than the
Company’ s negative 170% proposal and more aligned to Mr. Pous' recommended negative
110% net salvage level.

The Company’ s witness claimed that cost of removal will generdly only become more
negative than current levels yet proposed a significantly less negative net salvage for services
(negative 55% down from a negative 75%) in the Louisville Gas & Electric Company case. Id.
In his 1991 depreciation study Mr. Robinson proposed a significantly lower level of net salvage
than that reflected in the historical datahe reviewed. Id., p. 22. Now in this case he increases
the historical results rather than the prior decrease, even though the current levels are less
negative. Id. The Company’s use d the legal doctrine of ipse dixit (“| say it, thereforeitis’) as
its basis for its proposd cannot be rewarded. The Department should reject the Company’s
proposal and adopt a negative 110% net salvage for services.

c. Life Characteristics Were Exaggerated.

The Company has proposed significant changes in the life characteristics (average

%" Mr. Robinson recently proposed a negative 40% and a negative 55% for this account in testimonies
in 2003 for Kansas Gas Services Company and Louisville Gas & Electric Company. Id.
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service life and corresponding dispersion pattern) for certain of itsinvestment in the various sub
accounts in account 376 — Mains (Exh. AG-6, p. 28). The Company segregated its investment in

mains into 6 separate categories as set forth below. 1d., p. 27.

Description P-1-S ASL/Curve
12/31/03
376.10 $5,710,347 75-R2
Cast Iron Mains
376.20 | Steel Mains — $143,919,725 55-R4
Coated/Wrapped
376.30 | Steel Mains — Bare $2,564,983 74-R3
376.40 | Plastic Mains $116,579,215 55-S2
376.50 | Joint Seals $19,580,594 23-R5
376.60 | Cathodic Protection $7,381,476 19-S5

The Company perfarmed limited actuarial analyses in support of its proposed
modifications to existing life characteristics. In establishing life characteristics for plastic mains
the Company also relied on unidentified industry data (Exh. AG-6, p. 28). The Company’s
analysis appears to be based to a great extent on speculation and the flawed fitting of historicd
data in the curve fitting process of the life analysis. In establishing life and dispersion patterns

for mass property acoounts such as mains aduarial analyses are normally performed. Actuarial
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analyses attempt to identify the annual level of retirement activity by annual age intervals. This
process divides the annual aged retirements by the plant exposed to retirement at the beginning
of the corresponding age interval. The annual ratios of retirementsto exposures are chain
multiplied to derive an actual survivor pattern or observed life table. Thisisthe same type of
analyses insurance companies perform in order to establish premiums for life insurance polices.
The establishment of an accurate observed life table based on historical patterns provides a
realistic view of the expectation for retirements during any age interval for a homogenous group.
While the Company performed actuarial analyses on its various plant accounts, it had limited or
meaningful aged datafor certain accounts that resulted in less than afull life curve. When an
observed life table does not decline to a zero level surviving the resulting curve or pattern is
called a“stub” curve. Curvefitting for situations where stub curves are produced require greaer
degrees of judgment to predict an appropriate life-curve combination.

The Company’s curvefitting and life-curveselection for certain mains sub accountsis
significantly flawed. Mr. Robinson relied on limited industry datain rebuttal Exh. AG-6, p. 33
and Exh. BSG/EMR-4 page 17. Hisnew life analyses for plastic mainsyields a41-S2 life-curve
combination (Exh. BSG/EMR-R4 and Exh. BSG/EMR-4 page 1), which is dramatically lower
than the proposed 55-& proposal. There is no explanation for the significant difference. If there
were validity to his new analyses the life-curve proposal would have to be extended as his best
fit with a“T-Cut Age” of 25 yearsyields a120-L1 life-curve combination (Exhibit BSG/R-R4 at
Exhibit EMR-R4 page 3).

A better curvefit to theactual observed life table for plastic mains reaulted in longer

average service lives no mater what type of curve was selected (Exh. AG-6, pp. 29-31). Also, a
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longer average service life was more in line with industry expectations (Id., pp. 34-35). The
Attorney General’slife related presentation for plastic mainsisthe only credible analysesin the
record and should be adopted.

The Company’ slife curve values give unwarranted weight to very small dollar levels of
retirements and exposaures at the expense of dramatically larger levds (much more meaningful)
during age intervals between approximately 32 years and 50 years of age (Exh. AG-6 page 37
and Exh. BSG/EMR-2 page 5-22). A better curvefit to the actual observed life table for
coated/wrapped steel mains resulted in longer average service lives no mater what type of curve
was selected (Exh. AG-6, pp. 39-41). Mr. Pous also relied on gradualism, a concept recognized
but not used by Mr. Robinson (Exh. AG-6, p. 41). The Attorney General’ s life related
presentation for coated/wrapped steel mainsisthe only credible analyses in the record and
should be adopted.

d. The Department Should Require The Company To Provide
Substantial Evidence For The Proposed Changes To The
Average Service Lives And Net Salvage Values For The Other
Plant Accounts.

The Company proposes significant changesto the depreciation accrual rates for certain
other plant accounts based on Mr. Robinson’s judgment. Like with the Mains and Services, Mr.
Robinson’ s ability to justify the magnitude of his proposed changes to the average service life
and net salvage value was severely lacking in many cases. Tr. 11, pp. 1791-1845. The
Department must base its decision regarding any changes to the average service life and net

salvage value for each plant account based on substantial evidence, not flimsy claims of

judgment. Therefore, the Department should scrutinize each of the Company’ s proposed



changes to the accrual rates to ensure that there issubstantial evidence tojustify the actual

magnitude of each change.
2. SEVERANCE PAYMENTS MISCHARACTERIZED AS “PERFORMANCE
INCENTIVES”

The Company reported a $4,189,705 accrued liability for incentivecompensation in its
2004 annual report to the Department reflecting an employment agreement and a non-
competition agreement. Exh. AG-1-2 (8), Bay State Gas 2004 Annual Return to the Department.
The Company later produced the agreements and attached schedulesin Exh. AG-11-14
(Confidential); Tr. 14, pp. 2274-2275. The Company appears to have included the 2004
incentive payments arising from these agreements in the test year cost of service as performance
incentive payments. Exh. AG-11-14 (Confidential). The Service Company (NCSC) allocated
$816,337 of incentive compensation to Bay State during the test year. RR-AG-43.

Under the terms of the Employment Agreement in Exh. AG-11-14, the former Bay Sate
Gas employee was entitled to receive a substartial sum in 2004 as a * performance incentive’
bonus. Exh. AG-11-14, Attachment (a), Schedule 4(a), page 12 of 13. This payment term
became effective upon the employee’ s termination and payments were scheduled to be
completed prior to themid-point of the rateyear.

The Department should disallow the 2004 portion of these payments and any associated
capitalized amount and accrued liability that are contained in the cost of service because these
eXpenses are severance payments, not performance incentive payments, and do not extendinto
the rate period. Severance payments reflect payment for past, not future services, provide no
incentive for the terminated employee’ s future good performance, and therefore provide no

benefit to ratepayers during the upcoming rate period. Boston Gas, D.T.E 03-40, p. 139;
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Fitchburg, D.T.E. 02-24/25, p. 99. The Company has not demonstrated that the payment
amounts were reasonabl e, so the Department should disallow the tes year expenses associated
with this terminated employee. 1d.

The Department condders three classes of expenses recoverable through rates (a)
annually recurring expenses are eligible for ful inclusion in cost of service unless the record
supports a finding tha the level of the expense in the test year is abnormal, (b) periodically
recurring expenses are normalized so that the cost of service will include only the appropriate
portion of the expense, and (c) non-recurring expenses that are so extraordinary in nature and
amount as to warrant their collection are amortized over an appropriate period. Fitchburg Gas
and Electric Light Company, D.P.U. 1270-1414, pp. 32-33 (1983). The Department has also
found that senior advisory contracts must be shown specifically to be a recurring contract to be
considered for the cost of service. Fitchburg Gas and Electric Light Company, D.T.E. 98-51,
pp. 39-40 (1998) and Bay State Gas Company, D.P.U. 92-111, pp. 129-130. The Company
included “incentive” payments made during the test year to the former chairman of Bay State
Gas Company for some unspecified “consulting” work. Exh. AG-19-14. The payment and the
work are derived from atermination contract signed with the Company during the NiSource
merger. Exh. AG-11-14. The contract and the associated “incentive” pay ended during June
2005. Therefore, the Department should remove this “incentive” payment, sinceitisa
nonrecurring non-extraordinary expense. Fitchburg Gas and Electric Light Company, D.P.U.
1270-1414, pp. 32-33(1983).

3. LEGAL RETAINER
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During the test year, theNCSC paid $720,000to an Illinois law firm, Schiff, Hardin
&Waite (“ Schiff Hardin”), for legal services rendered by attorney Peter Fazio. Exh. AG-1-93.
The Company has induded $62,238 in the cost of service asits alocated portion of those legal
servicefees. Exh. AG-1-93, attachment, p. 1. Mr. Fazio isapartner of Schiff Hardin and also
serves as the NCSC executive vice-president and general counsel. Exh. AG-1-98(A), Attachment
p. 1 of 29; Tr. 9, pp. 1591-1592.% This relationship “raises a‘ conflict of interet” concern
because a partner of the firm rendering legal counsel to [Bay State] is also an [employee of
NCSC].” Cambridge Electric Light Company, D.P.U. 92-250, p. 123-130 (1993).

The Department shoud remove these allocaed fees because the Company has failed to
justify their inclusion in the cost of service. Schiff Hardin is an outside law firm, and the
Department requires outside legal feesto be known and measurable reasonable and cost-
effective. Boston Gas, D.T.E. 03-40, pp. 153, 157. Invoices supporting outside legal fees must
contain the number of hours billed, the billing rate, and the specific nature of services performed.
Id., p. 157; Fitchburg, D.T.E. 02-24/25, pp. 193-194. The Schiff Hardin invoices are devoid of
any detail except the month for which the services apply. Exh. AG-1-93, Attachment, pp. 2-5.

The Department shoud closely scrutinize legal fees and expenses charged to Bay State
by a NiSource officer who is, consequently, serving two roles -- legd adviser and corporate
officer. Department precedent requires companies to procure outside legal services based on a
competitive bidding process unless the Company shows that their choice of outside counsd is

both reasonable and cost effective. Boston Gas, D.T.E. 03-40, pp. 148, 153. The Company

% Mr. Fazio islisted in the Schiff Hardin web page, www.schiffhardin.com, as partner, chairman and
executive committee member of the 340-attorney firm.
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failed to obtain competitive bids for these outside legal services and has not demonstrated that its
failure to bid the legal counsel fees was a reasonable and prudent decison and free of bias®
Exh. AG-19-36; Tr. 9, p. 1592. The Company has not shown that it has attempted to contain
these legal costs. Although the Company agreed to supplement the record with copies of all hills
for outside legal servicesfor the past three yeas, it has not provided invoices that adequately
support the legal feesthat NCSC paid to Schiff Hardin. Exh. AG-1-95. These legal fees are not
known and measurable and, therefore, the Department should remove $62,238 from the cost of
service for the allocated portion of these legal retainer services. The Department should also
remove all officer expenses associated with Mr. Fazio unless the expenses are itemized and
directly assignable to work performed for Bay State Gas.
4. UNCOLLECTIBLE EXPENSE

The Company proposes to continue its current bad debt ex pense recovery mechanisms
for both the distribution base rate and the CGA components as approved by the Department in its
last rate setting settlement, Bay State Gas Company, D.T.E. 97-97. Although Bay State
calculated the base rate bad debt allowance in a manner consistent with current Department
precedent as defined in Boston Gas Company, D.T.E. 03-40, the component relating to the CGA
does not comply with current precedent and, therefore, the Department should reject the CGA
component.

According to Mr. Skirtich, the average of the test year and the two prior year’s net write-

offs was determined to be 2.15%. BSG/JES-1, Sch. JES-9 (August 2, 2005). This percentage

¥ The Department’s policiesin regard to legal fees are designed to prevent the “potential for self-
dealing.” Cambridge Electric Light Company, D.P.U. 92-250, p. 130, n. 55. Only following established
precedent will alleviate this concern. Id.
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was multiplied by the test year revenues and by the proposed revenue increase to determine the
bad debt allowance. Exh. BSG/JES-1, Sch. JES-6, p. 9. Mr. Skirtich calculated a second
component to increase the allowance to include costs related to the proposed revenue increase.
Exh. BSG/JES-1, Sch. JES-5, line 3. This methodology, however, is not consistent with the
Department’ s decision in the recent Fitchburg Gas and Electric and Boston Gas Company rate
cases. Boston Gas Company, DTE 03-40, p. 267 (2003); Fitchburg Gas and Electric Company,
D.T.E. 02-24/25, p. 172.

Part of the Company’ s rate design proposal is to collect the distribution portion of the bad
debt allowance through the proposed base rates and the gas related portion through the CGA.
This unbundling or separation of the recovery of bad debt allowance is consistent with current
Department precedent. Boston Gas Company, D.T.E. 03-40, p. 267 (2003); Fitchburg Gas &
Electric Light Company, D.T.E. 02-24/25 p. 171; D.T.E. 01-56, p. 96; Boston Gas Company,
D.P.U, 96-50(Phase 1) (1996), p. 72-73. The Company first unbundled its recovery of bad debt
allowancein D.T.E. 97-97, arate making settlement. In accordance with the D.T.E. 97-97
settlement and D.T.E. 96-50 (Phase |), Bay State began to recover through its CGA the amount
of net write offsrelated to CGA costs. Although the CGA was estimated , it was reconciled to
actual net write offs. According to the Company, it currently recovers dollar for dollar its gas
related bad debt costs through its CGA. Tr. 6, pp. 1011-1012; Tr. 3, pp. 629-630; Exh. AG-22-

12.
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In DTE 02-24/25, the Department changed its position on the recovery of bad debt
through the CGA.*° It indicated that it was nat the Department’ s policy to allow dollar for dollar
recovery of production related gas costs through the CGA and rejected Fitchburg' s attempt to do
S0, stating that to allow “dollar for dollar recovery removes the incentive for the Company to
reduce its bad debt expense.” Id. at 172. The Department then established its new policy when
it directed Fitchburg

“to apply each year’ s allocation factor to the level of bad debt expense
approved in thisrate case. By using this method, the Company shall not
recover more than the level of bad debt expense approved in this case. We
adopt this method because it preserves a company’sincentive to reduce
bad debt expense, while appropriately accounting for any migration to the
competitive market.”
Id. (fn eliminated). The Department reiterated this methodology in D.T.E. 03-40, when it
required Boston Gas to comply with the D.T.E. 02-24/25 precedent. The Department agan
affirmed that the precedent “...preserves a company’ s incentive to reduce bad debt expense.”
Boston Gas Company, DTE 03-40, p. 267 (2003).

The Company has not provided any basis for the Department to depart from the
precedent established in D.T.E. 02-24/25 and D.T.E. 03-40. In fact, it seems that the Company
has simply disregarded the Fitchburg and Boston Gas cases; Mr. Bryant testified during the

evidentiary hearings that the Company did not interpret the Department’s decisionsin D.T.E. 02-

24/25 and D.T.E. 03-40 as binding precedent. Tr. 6, p. 1013. Mr. Bryant explained that the

““The Department’ searlier precedent was based on the concern that recent developments in the
competitive environment would result in migration from CGA gas sales service to competitive supply.
Boston Gas Company, DPU 96-50 C, p. 30 (1997). This migraion would affect the CGA costsand
thereby reduce bad debt costs for this component. The Department addressed this concern by approving
an allocation of bad debt costs between base rate related costs and CGA related costs. 1d., p. 34. The
CGA component was expected to decrease over time as customers migrated to competitive suppliers.
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Company’s proposal is simply a continuation of the Company’ scurrent collection practices
established in 1997, and confirmed that the collection practices are “different that what was
granted to KeySpan, and the Company feels that its proposal is superior to that methodol ogy
which KeySpan is exposed to.” 14.* Mr. Bryant explained that the Boston Gas methodol ogy
“would cause the company to fall significantly short of collecting its gas-cost-related bad debt”
(Tr. 6, p. 1011) because it does not allow the cdlection of “actual bad debt experience” (i.e.
dollar for dollar recovery) through the CGA. According to Mr. Bryant, without dollar for dollar
recovery through the CGA, the Company would remain vulnerable to increasing bad debt
related to the volatile commodity cost of gas. /d. at 1011-1012. The Department has previously
considered this rationde, and its current policy and precedent do not permit dollar for dollar
recovery of bad debt costs because such a policy would not provide adequate incentives to
encourage utility companies to make diligent bad debt collection efforts.*?

The Company’ s proposal relating to the collection of bad debt through the CGA clearly
deviates from Department precedent established in D.T.E. 02-24/25 and D.T.E. 03-40. The
Company failed to produce any substantial evidence or perform any studies supporting deviation
from current precedent, and did not make any attempts to quantify therisk it claimsit would if
the Department instructed it to follow the bad debt recovery methodology established in D.T.E.

03-40. Tr. 6, pp. 1084-1087.

“It is not clear from the record, how ever, that the Company, prior to filing this case, actually
endeavored to analyze the KeySpan methodology and compare itto its own proposal. Tr. 6, p. 1010.

“Mr. Bryant assured the Department, however, that the bad debt component that “remains in the base
rates causes the Company to havean incentive to be diligent and all that it can to collect bad debt.” Tr. 6,
p. 1012. However, given that only 30 percent of Bay State’s bad debts are related to base rates, while the
remaining 70 percent would be recovered under the Company’ s proposal on adollar for dollar basis
through the CGA, the incentive to recover base rate bad debt appears weak at best.
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The Department should order Bay State to comply with the precedent established in
D.T.E. 02-24/25 and D.T.E. 03-40. Allowing the Company to continue its current method of bad
debt collection through the CGA, would not only diminish the Company’s incentives to be
diligent in its collection of bad debt.
5. ENERGY PRODUCTS AND SERVICES (“EP&S”)

a. All benefits of EP&S Business Should flow to Distribution
Customers Equitably

The Company operates severa lines of business that are not rate regulated by the
Department. These businesses include Guardian Care Services (maintenance of service
contracts), Water Heater Rental, Fee for Service business and boiler and heating equipment
installation business. Exh. BSG/SHB-1, pp.55-56. In 1999 the Department denied the
Company’s*“...proposal to retain its service business integrated within its corporate structure and
utility distribution operation.” RR-AG-37, Letter to Mr. Richard P. Cencini, dated October 20,
1999. The Departmert later reversed its decision based on the Company’ s assurance that it
would track costs assodated with its service business on a fully allocaed basisand “. . . would
ensure that Bay State’' s service business activities are not subsidized by ratepayers and compete
fairly with independent contractorsin thisregard.” RR-AG-37, Letter to the Commissioners
dated April 14, 2000; Exh. DTE-5-30.

The Company now proposes to include the costs and revenues from certain non-rate
regul ated operations in the cost of service. Revenues and expenses for the Company’ s all but the
boiler and furnace installation business are considered above the line and are included in the

Company’s proposed revenue requirements. /d., p.58. According to the Company, the EPS
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operations during the test year generated positive margins of $5.7 million, of which $4.9 million
isincluded in the Company’s proposed revenue requirement. Exh. MOC-4-2.

Inits Allocated Cost of Service Study the Company allocates the above the line EP& S
revenues, certain dired costs, and related investments (rental equipment and related
depreciation) to each of the Company’ s rate classes based on the DISTR allocation factor which
Is the distribution demand based allocator used primarily to allocate Distribution Plant. AG-22-
10, p. 2. The DISTR allocator allocates approximately 55% of the margin from the above the
line EP& Sto the residential classes. Exh. Sch. JLH-2-2, p. 51 of 92, lines 11 and 12, and p. 70
of 92, Distribution Allocators, line 1. The EP& S customers are overwhelmingly residential
customers (only $11,700 of the $7.7 million Guardian Care revenue and only 16 of the more than
11,000 customers leasing conversion burners are commercia customers). RR-AG-61. The
Company’ sresidential customers also contribute the majority of the Company’ s earnings. Exh.
BSG/JLH-2, Sched. JLH-2-2, p. 1 of 92, line 23. The Department has based class revenue
requirements and cost allocations on cost causation principals. Boston Gas Company, DTE 03-
40, p. 366 (2003) D.P.U. 93-60, pp. 345-346. The EP& S revenue should benefit the customers
that generate the revenue and should be directly assigned to the residential class*® To do
otherwise would have the residential class contributing to the same cost recovery twice. The
result is inequitable and conflicts with the Department’ s fairness principals.

b. All Known and Measurable EP&S Revenue Increases Should
Reduce the Revenue Requirement

“3 D.P.U. 93-60, pp. 345-346: The Department requires direct assignment of costs when expenses
attributable to each customer class are readily and accurately measurable. Commonw ealth Electric
Company, D.P.U. 90-331, p. 243 (1991); Boston Gas Company, D.P.U. 90-17/18/55, p. 29 (1990);
Massachusetts Electric Company, D.P.U. 89-194/195, p. 210-212 (1990); Cambridge Electric Light,
D.P.U. 89-109, p. 44-47 (1989).
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Although Bay State proposes to increase its prices to utility customersbased on higher
costs, it does not attempt to show how the cost increases affect the EP& S margins. Nor does the
Company show the EP& S return on rate base on d@ther a pro-formabads or actual test year basis
or allocate any capital investment or working capital needs to the EP& Sbusiness. Without this
analysis the Department cannot determine if the utility customers are subsidizing the EP& S
operation. Although the Company has assured the Department that it would track EP& S costs
and revenues on afully allocated basis, it has not. Absent evidence to the contrary, it appears
that the full benefit of EP& S increases will acarue to shareholders while the utility customers
cover all costs associated with the EP& S business through the rates approved in this case.

The Company increased fees and charges far several products and searvices during the test
year and in 2005. RR-AG-56. The Company has not adjusted its test year revenue to account
for these known increases. Department precedent requires that known and measurable changes
to test year data be included in revenue requirements. The Company asserts that the test year
volumes and customer counts are not representative of future levds. The assertion is purdy
speculative and lacks any evidentiary support. Thereis evidence that the EP& S rates will be
increased by $794,259. Id., p. 2. The Company’s revenue requirement should be reduced by
this amount to provide the benefits promised and lessen the magnitude of any subsidy provided
by captive utility customers.*

c. Bad Debt Allowance for EP&S

4 1t should be noted that the Company is free to increase the EP& S fees and charges at any time.
Unlike the regulated rates the Department does not require its prior approval of rate increases to non-
utility services. Therevenueincreasesto EP&S fees and charges af ter this rate proceeding will benefit
shareholders and not customers, whilethe coststo provide these services will beincluded in the
Company’s regulated rates that will be subjected to annual PBR increases.
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In addition to the rate regulated, distribution service business related bad debt expense
allowance, the Company also calculates an allowance for the EP& S business lines. The same
approach asis used to determine the rate regulaed allowance is used to determine the proposed
allowance for the EP& Sbusinesses. The average write off for the years 2002, 2003 and 2004 is
4.15%which results in a proposed increase to the Company’s cost of service of $246,232. The
rate is amost twice therate of the net write offs for the regulated operations. The Company has
not shown this rate to bejust and reasonable or the result of prudent actions. As discussed infra
the Attorney General recommends that the Department mitigate the utility customers’ cost
burden related to EP& S —the Company has the ability to raise the rates and fees it charges for
these services and has the obligation to insure that these lines, as long asthe costs are
commingled with the costs charged to the tariffed utility customers, are earning afair return and
are not subsidized in any way by the utility service customers. The Department should reject the
EP& S bad debt adjustment and reduce the cost of service by $246,232.

6. THE COMPANY FAILED TO EXCLUDE ELECTRIC-TO-GAS CONVERSION
PROMOTIONAL EXPENSES AND DID NOT PROVE THAT ITS SALES
PROMOTIONAL EXPENSES BENEFITTED RATEPAYERS.

The Company included $1,136,100 in indirect sales promotional expenses and $240,545
in direct sales promotional expensesin itstest year cost of service. RR-AG-30; Exh. MOC-1-1;
Exh. MOC-1-3. Indirea sales promotional expenses include labor, materials and supplies,
outside services, rents or leases, employee expenses, company memberships, utilities, and

miscellaneous expenses. RR-AG-30; Tr. 5, pp. 825-828. Direct sdes promotional expenses
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include advertising and marketing expenses. Exh. MOC-1-3; RR-AG-32.** The amount of
direct promotional expensesin rates currently is $471,355, and the Company intends to spend
$491,500 in 2005 for direct promotional expenses. Exh. AG-1-2(8), Bay State Gas 2004 Annual
Return to the Department, p. 47, Accounts 911 - 916; Exh. MOC-1-1; Exh. MOC-1-2; Tr. 5, p.
841. The Department should exclude fromthe cost of service al $1,376,645 in sales
promotional expenses because the Company failed to remove the sales promotion costs
associated with conversions from electricity to gas, failed to conduct a cost/benefit analysis of
the promotional programs or prove that the promotional expenses were prudently incurred, and
failed to prove that the $1.3 million was a reasonable expense. Boston Gas, D.T.E. 03-40, pp.
247, 249.%°

The Company did not track or remove the sales promotion expenses associated with the
844 residential, commercia and industrial conversions from electricity to gas. RR-AG-36; Tr. 6,
pp. 960-964. During 2004, the Company acquired 3,317 new customers. Exh. AG-6-14. The

Company provided the total number of conversions but claimed it could not provide the breakout

%5 The amount of advertissments induded in the Company’ s test year cost of service is$200,871. RR-
AG-32. All of theadvertisng invoicesare promotiond in nature and are ambiguous because they do not
specifically reflect activities that benefit Massachusetts ratepayers. Boston Gas, D.T .E. 03-40, p. 287.
The Company was unable to explain the reasons for several expenses such as the “Mea Culpa” letters (p.
17 of 21) and the purpose of sponsorship (p. 15 of 21). Bay State, furthermore, is paying more than its
share of advertising expense. The allocated portion of the advertising invoices for Northern Utilities, Bay
State’'s dfiliate, appears to be approximately 8 %, even though the ratio of brochures produce for
Northern customers compared to the total amount was 13% (14.5M / (92.25M + 14.5M). RR-AG-32, p. 5
of 21; Exh. MOC-1-3; Tr. 5, p. 848.

6 The D epartment clearly warned all post-Boston Gas rate case applicants: “In future rate cases, all
companies must present an IRR analysis that (1) excludes extraneous factors, such as growth-related
capital projects (2) isconducted program-by-program; (3) includesall indirect promotional expenses; and
(4) is conducted on both a pre and post-implementation basis.” Boston Gas, D.T.E. 03-40, p. 249.
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of electric-to-gas versus oil-to-gas: “The Company tracks the number of conversionsin total, but
does not track the number from each individual alternative fuel.” RR-AG-36.

Pursuant to G.L. c. 164, § 33A, the Department requires utilities to exclude from the cost
of service those sales promotion expenses that encourage ratepayers to switch from one
Department-regulated industry (e.g. €lectricity) to another.*” Boston Gas, D.T.E. 03-40, p. 252;
Berkshire Gas Company, D.P.U. 90-121, pp. 133-134 (1990). Asaresult of itsfailureto
separately track electric versus heating oil conversion, the Department is unable to determine
which sales promotional expenses are recoverable. The Company has failed to meet its burden
of proof and, accordingly, the Department should exclude all sales promotion expense from the
cost of service related to these 844 conversions

To recover promotional expenses as part of the Company’ s base rates, the Company
should have demonstrated that the programs resulted in net benefits to the rate payers. Boston
Gas, D.T.E. 03-40, pp. 243-244. Thisanalysis should occur before the programs were
implemented, not afterward. Id., p. 247 (“Hindsight IRR analyses are contrary tothe very
purpose of cost-benefit analyses, which isto assist in the decision on whether to embark on a
project in thefirst place”). Above-the-line expenses must be justified using an incremental
approach, whereas bel ow-the-line expense justification requires that a portion of the indirect

costs be assigned to the program. /d. at 243. Both net benefit analyses must include direct and

47 “No gas or electric company regulated by the department under this chapter may recover from any
ratepayer of such company any direct or indirect expenditure by such company for promotional or
political advertising as defined in this section.”

“For the purposes of this section, the following words and phrases shall have the following meanings:
‘Promotional advertisng’, any advertising for the purpose of encouraging any person to slect or use the
service or additional service of a utility regulated by the department, or the selection or instdlation of any
appliance or equipment designed to use such utility'sservice.” G.L.c. 164, 8§ 33A.
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indirect costs. Id. When asked whether the Company conducted an incremental net benefit
analysis for the sales promotional programs prior to their implementation, the Company could
not specifically identify or produce such an analysis. Tr. 5, p. 833. Nor could the Company
point to any internal rates of return analyses for its sales promotion programs, which should have
included all indirect promotional expenses. Tr. 5, p. 835; Boston Gas, D.T.E. 03-40, p. 247. The
Company failed to produceits analysi s of the cost of addi ng additional customersto the system,
another Departmental requirement to include promotional expenses in the test year cost of
service. Tr. 5, p. 835. For these reasons the Department should exclude all sales promotional
expenses from the caost of service.
7. THE COMPANY’S PROPOSED INCREASE IN NISOURCE CORPORATE
SERVICES COMPANY’S EMPLOYEE MEDICAL CoOSTS Is NoT KNOWN
AND MEASURABLE

The Department should deny the Company’ s proposed $274,566 increase to medical and
dental costs for NiSource Corporate Service Company employees, sinceit is not known and
measurable. Exh. BSG/JES-1, Sch. 6, p. 11. The Department’ s precedent regarding pro forma
adjustmentsto the cost of service iswell-established. Fitchburg Gas & Electric Light Company,
D.T.E. 02-24/25, p. 76, 195 (2002), citing Eastern Edison Company, D.P.U. 1580, pp. 13-17
(1984). In determining the propriety of rates for the companies under its jurisdiction, the
Department has consistently based allowed rates on test year data, adjusted for known and
measurabl e changes. Id.

The Company’s proposed increase for NCSC employees' medical and dental costsis
simply set to equal the rate of increase for Bay State Gas Company’ s Massachusetts employees.

Exh. BSG/JES-1, Sch. JES-6, p. 11 and WR-JES-6, p. 26, lines 14-19 (using Bay State Gas
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Company’s 22.30 percent calculated increase on line 19, as the pro formaincrease for NCSC on
lin 14). Therate of increase for the NCSC employees, who reside mostly in Indiana, will not be
the same as Bay State employees in Massachusetts. First, the providers are different, since the
Bay State Gas Company employees are al served by Massachusetts providers. Exh. BSG/JES-1,
Sch. JES-6, p. 4. Second, like labor costs, there are different rates of increase in health care
costs. Compare 2005 Bay State Non-Union salary increase of 2.21 percent and 2005 NCSC
salary increase of 1.9 percent Exh. BSG/JES-1, WP JES-6, p. 3, line 11 (BSG) with p. 24,line 8
(NCSC). Finally, there are also different mixtures of coverage -- family versus single employee
versus employee and spouse coverage that will cause the increase in insurance ratesto be
different. Exh. BSGJES-1, WP-JES-6, pp.11-16. The Company provided no evidence to
support its conclusion that the rate of increase for the NCSC employeesis the same as for Bay
State employees, and indeed, provided no evidence that there would be any increase in NCSC
health care costs at al. Therefore, the Department should deny the Company’ s proposed
$274,566 increase in medical and dental costs for its NCSC employees sinceiit is not known and
measurable. Fitchburg Gas & Electric Light Company, D.T.E. 02-24/25, p. 76, 195 (2002).

8. THE CoMPANY FAILED TO CAPITALIZE ANY OF ITS WORKERS
COMPENSATION INSURANCE COSTS

The Department should reduce the cost of service to reflect the capitalization of the
Company’s pro forma Workers Compensation Insurance Costs. The Company proposes to
include the total cost of its pro forma Workers Compensation Insurance premium in base rates.
Tr. 21, p. 3547, and Exh. BSG/JES-1, Sch. 6, p. 5, line 3. Workers Compensation Insuranceis a
cost of employing labor in Massachusetts. Tr. 21, p. 3547. The Company includes the tatal

$673,516 insurance premium in its pro forma costs of servicein thiscase. Id.
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The Company failedto allocate any of its Workers Compensation Insurance cost to its
construction activities. Id. Since Workers Compensation is a cost of labor, it should be
allocated like all costs of labor to its construction activities. See e.g., Exh. BSG/JES-1, Sch. 6, p.
4, line 36 (Medical and Dental costs) and Exh. BSG/JES-4, lines 3 and 15 (Pension and PBOPs
costs). Like the other |abor cost adjustments, the Department should follow that share of wages
and salaries allocated to construction to determine the amount of Workers Compensation to
allocate. During the ted year, the Company dlocated 24.36 percent of its labor costs to
construction. Id. Therefore, the Department should reduce the cost of service by $164,069 |
$673,516 x 0.2436] to reflect the alocation of Workers Compensation to construction.

9. THE CoMPANY FAILED TO REMOVE CAPITAL COSTS FROM ITS
RESIDUAL OPERATIONS AND MAINTENANCE EXPENSE

The Company failed to remove certain capital costs from the residual operations and
mai ntenance expense balance used to determine its inflation adjustment. During the test year,
NCSC charged the Company over $24 millionin costs. Exh. BSG/JES-1, WP JES-6, p. 28, lin
13. These NCSC costs including capital costs such as depreciation, income tax, interest costs,
and property taxes, were charged to operations and maintenance expense account 923, totaling
$762,423 ( $495,072 + $(89,258) + $76,650 + $279,959 ). Exh. AG-1-25. It included similar
costs allocated from Northern Utilitiesin Account 931, totaling $190,868 ( $90,138 + $26,757 +
$9,226 + $64,747). Id. Finally, the Company included property taxes associated with its
Westborough building in Account 931 in the amount of $71,788. Id. These accounts are
included in the Company’ s proposed balance of operations and mantenance expense subject to
itsinflation adjustment. Id. and Exh. BSG/JES-1, Sch. JES-6, p. 19. Snce the capital costs are

fixed and will not increase with the inflation in the economy, they should be eliminated from the
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residual operations and maintenance expense balance. See, e.g., Bay State Gas Company, D.P.U.
92-111, p. 163 (removing property taxes on leased LNG tanks);, Western Massachusetts Electric
Company, D.P.U. 84-25, p. 85 (1984) (removing service company carrying charges);
Commonwealth Electric Company, D.P.U. 956, p. 38 (1982) (removing fixed costs not subject to
inflation); Boston Edison Company, D.P.U. 906, pp. 71-74 (1982).
10. THE DEPARTMENT SHOULD DENY THE COMPANY’S PROPOSED
ADJUSTMENTS TO ITS DEFICIENCY IN ACCUMULATED DEFERRED
INCOME TAXES

The Company proposes to increase its amortization of the deficiency of deferred income
taxes to make changesto the balances being amortized. Exh. BSG/JES-1, WP JES-11, p. L In
its base rate case D.P.U. 92-111, the Company asked collect $4,385,240 of deficiency over 25.2
years through base rates. Id. Here, the Company proposes to increase the balance being
recovered to recover amountsthat it did not seek recovery for in D.P.U. 92-111.

The Company should have followed Generdly Accepted Accounting Principles
(“GAAP") in the recognition and the amortizaion of any additional deficiency in deferred
income taxes at the time it was known, instead of deferring recognition until a base rate case, as
the Company did. Exh. AG-9, pp. 20-21. Inthe same way the Company does not defer
recognition of depreciation expense when plant goes into service or defer revenue when new
customers come on the system, the Company should not be allowed to defer costs, waiting until
base rate cases to recognize those costs. /d. If the Company had begun the amortization of the
added deficiency during 1993, the annual amortization would have been reduced by $43,000.

Exh. AG-9, p. 21 and Sh. DJE-4. Therefore the Department shoud deny the Company’s
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proposed adjustments to its deficiency in accumulated deferred income taxes and reducethe cost
of service by $43,000. 7d.
11. CORPORATE JET EXPENSES ARE IMPRUDENT.

The Company included $150,444.61 in thetest year cost of serviceasits allocated
portion of expense derived from the use of a Raytheon Hawker 800 XP jet, for which NCSC paid
over $12.5 million. Tr. 9, pp. 1550, 1552; AG-1-54; AG-19-27. The Company used this jet to
attend various corporate meetings. RR-AG-45, RR-AG-46. The NCSC's annual jet expense,
therefore, is roughly $2.1 million based on an allocation of 7% to Bay State. RR-AG-45.

The Company has not demonstrated that theuse of this aircraft to that extent has
provided any benefit to the ratepayers, or that the Company has attempted to contain costs by,
for example, providng a cost comparison of the flights taken usng the private jet versuspublic
airlines. While a privae jet may provide more convenience at times, that convenience comes at
aprice which may far exceed its public counterpart. Without that cost comparison, or similar
demonstration of the Company's cost-containment effort, the Department cannot evaluate
whether the cost was reasonably and prudently incurred. Accordingly, the Department should
remove Bay State'sallocated jet expense, $150,444.61, fromthe test year cost of service.

12. PENALTIES AND LATE FEES SHOULD BE EXCLUDED.

According to Department records, the Company paid at least $6,500in Dig-Safe fines to
the Department’ s Pipeline Engineering and Safety Division during the test year. Exh. AG-4.
The Company did not adjust its operating expenses for Dig-Safe fines and penalties paid during
the test year, as other companies have. See, e.q., Boston Gas, D.T.E. 03-40, p. 258. Rather, the

Company asserted that these fines were booked “below the line” and therefore not included in
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the test year cost of service. Exh. AG-1-83 (Supp.); Tr. 5, pp. 814-815. The Company asserted
that it generally books fines below the line but admitted that it does not keep separate records for
penalties incurred by separate subsidiaries. Id.

The Department excludes Dig-Safe fines from the cost of service as a matter of public
policy. Boston Gas Company, D.P.U. 96-50 (Phase ), p. 110 (December 2, 1996); D.P.U. 88-
67, Phase |, p. 43 (1988); Kings Grant Water Company, D.P.U. 87-228, pp. 18-19 (1988);
Nantucket Electric Company, D.P.U. 1530, p. 26 (1983). Because the Company did not
specifically adjust the test year to remove the fines, the Company has not substantiated its claim.
Therefore, the Department should removethe Dig Safe fines from the cost of serviceto ensure
that ratepayers are not paying for the Company’ s violations. The Department also should
require the Company to set up separate Dig Safe accounts in the futureto track and correct this
accounting probl em.

For the same reasons, the Department should ensure the Company records and excludes
from the test year cog of service all payments for judgments, sttlements, late feesand consumer
conversion fees. The Company included $250,310 in the test year cost of service for settlaments
and judgments paid to individuals arising from the Company’s operations. RR-AG-25. The
Company has not demonstrated that those payments benefitted ratepayers collectively, so the
amounts should be removed from the cost of service. The Comparny admitted that it had
inadvertently included late fees for |ease-type expensesin its cost of service as part of Exh. AG-
1-64. Tr.21, pp. 3505-3506. Examples (but not a complete listing) of those |ate fees are
included in AG Exh. 10. Additional late fees (labeled as “interest”) are found in Exh. AG-3-17

(invoices from Coler and Colantonio for blue prints and square footage measurements of the
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Company’ s offices, in mylar and Adobe Acrobat (.pdf) format). The Department should exclude
al late feesincluded in the cost of service, including those reflected in Exh. AG-1-64 and Exh.
AG-3-17.

The Company included expenses in its cost of service for conversion guarantee fees --
penalties, of asort, for the Company’ sinahility to make its appointments for service
conversions.”® The Company also refunded nearly $14,000 to customersin 2004 for telephone
line repairs associated with the installation and removal of Metscan devices. Exh. AG-21-3
(revised). These refunds serve the same purpose as Dig-Safe penalties since customer refunds
provided the Company with an incentive to replace the defective Metscan devices. The
Company has not demonstrated that these fees were not included in the cost of service, so the
Department may reasonably assume, absent contrary proof, that the base rate calcul ation
includes these fees. The Department should, therefore, remove those expenses from the cost of
service to ensure that ratepayers do not pay the Company’ s penalties and to provide the
Company with additional incentive to track by subsidiary and demonstrably remove all penalties
and late fees.

13. BAY STATE OVERSTATES ITS RATE CASE EXPENSES

The Company has induded $1,410,950.72 in the test year cost of savice asrate case
expenses to date and, asof August 9, 2005, edimates that the Company will spend another
$503,434.54, for agrand total of nearly $2 million. Exh. DTE-15-58 (Supp. 3). The Department

allows recovery for rate case expenses if the expenses are known and measurable. Berkshire

8 Customer guarantee payments for failure to keep service appointments are regularly excluded from
the cost of service. Asthe Department found: “There is neither logic nor justice in the Company’s asking
to pass on its penalty to all ratepayerscollectively.” Boston Gas, D.T.E. 03-40, p. 261-262.
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Gas, D.T.E. 01-56, at 75, Dedham Water Company, D.P.U. 84-32, at 17 (1984). The Department
should exclude a number of these expenses because the Company has failed to demonstrate that
ratepayers will benefit from the expenses and failed to put out several of the outside services to
competitive bid. See Exh. DTE-15-56.

For example, the Company included expenses for rate case services from Hewitt
Associates, acompany which Bay State retains on contract to provide year-round payroll and
benefit services. See, e.g., Exh. AG-3-13; Exh. DTE-15-58. These expenses do not belong in
the rate case because the Company pays Hewitt $6.5 million annually to perform most if not all
of the services any way. The Company did not present a Hewitt representative at hearings for
cross-examination as to the reasonableness of the expenses. Tr. 8, pp. 1255-1257, 1276-1277.
Hewitt’ s invoices include unspecified expenses that do not explain how ratepayers benefitted
from Hewitt’ s services. See, e.g., Exh. DTE 15-58 (Supp.3). Mr. Barkauskas testified that the
Service Company approved Hewitt's pension and PBOP reports during a short meeting without
further discussion of their merits. Tr. 8, pp. 1349-1350. Bay State did not set this rate case
expense for competitive bidding for these outside services and did not present a Hewitt
representative for examination at hearings. Tr. 8, p. 1294; Exh. DTE-15-56.

Bay State included expenses from R. J. Rudden for services that appear to relate to the
Company’s SIR program. See, e.g., Exh. DTE-15-58 (Supp. 2) Attachment (€). The Department
should remove these expenses because the Company did not use the Rudden reports as support
for its SIR program. The Company also included expenses from Y ardley and A ssociates but

failed to demonstrate that these services were not duplicated by charges assessed by Mr. Ferro.
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See, e.g., Exh. DTE-15-58 (Supp. 1). The Company did not present a'Y ardley representative for
cross-examination asto the reasonabl eness of these expenses.

The Company included expenses for services from Corporate Renaissance as a rate case
expense. Tr. 21, pp. 3498-3500. This expense, however, reflectsactivity that is better attributed
toward preparing the Company's annual service quality report, rather than the rate case. Tr. 21,
pp. 3496-3500. Accordingly, the Department should remove these expenses from the rae
expense portion of the cost of service.

The Company has included expenses for meals as arate case expense. Exh. DTE-15-58;
Tr. 21, p. 3501. Meal expenses, like all rate case expenses, cannot be induded unlessthereis a
demonstrabl e benefit to ratepayers. Furthemore, the Company has failed to demonstrate how it
has attempted to contan these costs*® The Company has faled to demonstrate that benefit, so
the Company should diminate expenses from the cost of servicereflecting meal expenses
included as a rate case expense.

The Company included expenses in the test year cost of service asits alocated portion of
fees for floorplans and blueprints prepared by Coler and Colantonio. Exh. AG-3-17; Tr. 21, pp.
3501-3502. These plans covered buildings owned in Massachusetts, Maine and New Hampshire.
Tr. 21, p. 3502, yet Northern was not allocated any of the expense. Furthermore, Coler and

Colantonio have not provided the Company with electronic versions (Adobe Acrobat) of the

9 The Department has cautioned companies that rate case expense, like any other expenditure, isan
areawhere the companies must seek to contain costs. Fitchburg, D.T.E. 02-24/25, at 192; D.P.U. 96-50
(Phasel) at 79.” Boston Gas, D.T.E. 03-40, at 147-148.
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Westborough floorplans with sgquare footages, as required under Coler’s contract.® The
Department should remove this expense from the cost of service

The Company has induded expenses for a Konica copy machine that appears to be leased
by Bank of AmericalLeasing. See, e.g., Exh. DTE-15-58 (Supp. 1). The Konica and Bank of
Americainvoices reflect a potential double-billing for the copier’s lease expenses. The
Department should ensure that ratepayers pay only once for legitimate rate case expenses.
Additionally, the Bark of America L easinginvoices include |ate fees which must be removed
from the rates.

14. THE DEPARTMENT SHOULD ELIMINATE THE AMORTIZATION OF THE
METSCAN COSTS FROM THE COMPANY’S REVENUE REQUIREMENT

The Company proposes to continue collecting costs associated with aredundant, unused
asset that is not in service and therefore not providing any benefits to ratepayers. To allow the
Company to recover these costs, would violate Department precedent. Fitchburg Gas and
Electric Company, D.T.E. 98-51, p.9. Accordingly, the amoartization of the Metscan costs should
be eliminated from the Company’ s revenue requirement, and the Department should reduce the
Company’ s revenue requirement by $2,702,000. Exh. DJE-3.

It iswell established that “for plant costs to be included in rate base, the expenditures
must be prudently incurred, and the resulting plant must be used and useful in providing service
to ratepayers. Fitchburg Gas and Electric Company, D.T.E. 98-51, at 9; Boston Gas Company,
D.P.U. 96-50 (Phasel) at 15; Boston Gas Company, D.P.U. 93-60, at 42 (1993); Western

Massachusetts Electric Company, D.P.U. 85-270, at 60-107. The Department considers plant to

0 |f Coler has, indeed, provided those electronic floorplans to the Company, then the Company is
under an obligaion to provide them to the Department and Attorney General. Exh. AG-3-42.
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be ‘used and useful’ if the plant isin service and provides benefits to customers. D.T.E. 98-51, at
9; D.P.U. 96-50 (Phase 1) at 15. In the absence of extraordinary circumstances, the Department
normally does not allow the re-litigation of the used or usefulness of plant once it has been
included in rate base.” D.T.E. 02-24/25, at 22, citing D.P.U. 93-60, at 43; D.P.U. 92-210-B at
14. See also D.T.E. 01-56, at 42. This standard holds true for all plant, including that whichis
leased. The Department has recently made clear that continuing to pay rent on property that
provides no useful service to ratepayers fails to meet the used and useful standard for inclusion
inrate base. D.T.E. 03-40 at p. 90-91, citing D.T.E. 01-56, at 42-43; D.P.U. 93-60, at 41-44.
Finally, the used and useful standard does not extend to redundant plant. Redundant plant is
plant that if it were to be used, would provide the same purpose as does the Company’ s already
existing and functioning plant. The Department has clearly stated tha redundant and unused
plant does not benefit ratepayers and is not used and useful. D.T.E. 01-56, at 42-43.

Metscan is a telephone based, automated meter reading technology that was installed and
in service to customers throughout the 1990sbut has now been retired and replaced by awireless
meter reading system. Exh. BSG/SHB-1, p. 45; Tr.1 p.138-139. The devicewasinstalled on a
gas meter and awired connection between the customer’s meter and the customer’ s telephone
line. Exh. BSG/SHB-1, p. 46. Meter readings were then transmitted over the phone line to the
Company’ s billing and customer information center. Id.

In 1996-1997, the Company became aware of the weather related reliability problems
with the Metscan devices Tr. 1 p.140. At that time, it became evidert to the Company that
devices that were installed on outside meters experience relatively high failure rates due to

exposure to the elements. 7d. In 1998, a point in time when the Company was clearly aware of
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device reliability and longevity problems, Bay State proceeded to enter into a series of sale and
lease back agreements with Fleet Capital Leasing. Exh. DTE 1-20. The Company received a
cash payment of $23,104,922.83 from Fleet, which was equal to the net book value of the
equipment. Exh. RR AG-13; Exh. RR AG-14; Exh. RR AG-83. The cash payment had no
impact on the rates paid by customers and there is no evidence on the record that the Company’s
customers directly benefitted from the multi-million dollar cash payment. Exh. RR AG-83. The
operating leases with Fleet have lease terms of 11 years, despite the fact the by the time the
Company entered into the lease agreement, it was well aware that device reliability problems
were likely to occur after the device had been in servicefor 7 years. Exh. DTE 1-20; Exh. AG 3-
33.

In 2000, the Company decided, without issuing an RFP to determine other available
technologies, to upgrade to the Itron wireless meter reading system. Exh. BSG/SHB-1, p. 48;
Exh. AG 21-22. Thiswas particularly convenient for Bay State Itron had acquired the Metscan
product line in the mid 1990s after Metscan had filed for bankruptcy. Exh. AG-3-32; Exh. AG-
21-22.

The Company cannot say with certainty the number of devicesin service at the end of the
test year, nor can it stateweather those devicesin service at the end of thetest year are reflected
on the Company’ s books or covered under the Fleet operating leases that were executed in 1998.
Tr.1p. 146-148. Infact, as amatter of practice, the Company did not keep records of the
number of Metscan devices that were installed each year. RR-DTE-49-SUPP. Despiteit’s
uncertainty and indifference regarding the number of devicesin place or whether they are leased

or owned, the Company is seeking approval to amortize$13.2 million associated with the
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undepreciated plant investment and the expeded net present value of |ease payments associated
with Metscan over 5 years. Exh. BSG/SHB-1, p. 45.

The Metscan devices are redundant and unused, and therefore fail to meet the
Department’ s used and useful standard and should be excluded from rate base. D.T.E. 03-40, p
90-91. D.T.E. 01-56, at 42-43; D.P.U. 93-60, at 41-44. If the Department were to alow the
Company to collect for the Metscan devices, it would be effectively allowing the Company to be
engaging in adouble cdlection of sorts. Ratepayers are paying twicefor equipment that serves
the same function. Thisisthe very definition of redundant plant. D.T.E. 01-56, at 42-43.

Moreover, the costs associated with the Metscan devices continued to rise through the
1990s. These devices were not weatherized to function in New England winters and because of
this malfunction, outside metersfailed at arate of 14%. Exh. AG-3-32(b) p. 13. In orderto
compensate for thesefailures, the Company incurred additional costs associated with
replacement batteriesand manual meter reads. Exh. AG-3-32. Further costs were incurred when
customers telephone lines were damaged during the installation and removal of these devices by
Company employees. Exh. AG-21-3. Asaresult, the Company paid out $43,825.24 in refunds
to customers due to the damage caused, adding to the increasing costs of this program. /d. The
costs associated with customer refunds were capitalized as part of the Itron installation. Exh.
RR-AG-12.

Although the ratepayers were affected by the escalati ng costs of the Metscan system,
they, unlike the Company’ s shareholders, dd not enjoy the benefitsof the Company’ s financial
arrangements relating to the devices. For example, Bay State received a cash payment of over

$23 million from Fleet, yet there seems to be no acknowledgment of this benefit to ratepayers.
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As Mr. Effron stated in his prefiled testimony, “even if the proceads were treated as salvage, this
would mean, at aminimum, that the Company had a source of non-investor funds available that
was never reflected in its revenue requirement during the rate freeze following D.T.E. 98-31.
There has been no recognition of this benefit in the Company’ s quantification of the remaining
Metscan costs to be recovered.” Exh. DJE-1 at 19.

The Metscan devices are not in service and do not provide benefits to ratepayers,
therefore they are not used and useful. The inclusion of the Metscan devi ces in the Company's
rate base is inappropriate because the devices will not be in service whenthe rates approved in
this proceeding arein effect. D.T.E. 02-24/25, at 23, citing D.P.U. 85-270, at 140-141. The
Metscan devices fail to meet the Department’ s used and useful standard for inclusion in rate
base. D.T.E. 03-40, p 90-91. D.T.E. 01-56, at 42-43; D.P.U. 93-60, at 41-44. Accordingly, the
Department should eliminate the $2,702,000 amortization of the Metscan from the Company’s
revenue requirement. Exh. DJE-3.

15. THE COMPANY’S COST OF SERVICE SHOULD BE REDUCED TO REFLECT
THE EXPENSE REDUCTIONS FROM NISOURCE CORPORATE SERVICE
ComPANY’S NEW IBM SERVICE CONTRACT

The IBM contract with NiSource Corporate Services Company to outsource a significant
amount of its functions provides a known and measurable reduction to Bay State Gas Company’s
test year cost of service in thiscase. The Department’ s precedent regarding pro forma
adjustments to the cost of serviceiswell-established. Fitchburg Gas & Electric Light Company,
D.T.E. 02-24/25, p. 76, 195 (2002), citing Eastern Edison Company, D.P.U. 1580, pp. 13-17

(1984). In determining the propriety of rates for the companies under its jurisdiction, the
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Department has consistently based allowed rates on test year data, adjusted for known and
measurable changes. /d.

NiSource Corporate Services Company has sgned a company defining long-term
outsourcing contract with IBM (the “Contract”) to turn over the operations and maintenance of
large amounts of its functions to this outside services provider. Exh. AG-RR-9. The $1.5 billion
Contract isfor aterm of ten years with the option to extend for another five years. 7d., p. XX
and Exh. DTE-18-1 (@), p. 4. It will turn over toIBM significant portions of the Service
Company’ s functions, including human resources, meter to cash, finance & accounting, customer
contract centers, supply chain, and information technology. Exh. RR-AG-10(a). NiSource
announced in a Securities and Exchange Form 8-K that it will achieve savings upwards of $530
million over the contract’slife>* Exh. DTE-18-1 (a), p. 4.

The Bay State Gas Company has failed to pass on any of the Service Company savings
from the IBM contract to its customersin the pro forma cost of service. Tr. 3, pp. 524-525 and
Exh. BSG/JES-1, Schedule JES-6, pp. 1 and 11. Rather, than reducing costs to reflect the IBM
Contract, it increases the cost of service for Service Company employee payroll, benefits, and
payroll taxes as well asincreases for Service Company inflation that will never happen. Id., p.
11 and Exh. DTE-6-13. The Department must should not allow the Company’ s shareholders to
unfairly gain at the expense of it customers by charging these phantom costs or those costs above

those that reflect the IBM Contract savings.

°L The $530 million of contract savings NiSource and IBM reported in their press rel ease appearsto be
an amount before the costs to achieve listed in the press release.
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The IBM Contract for services creates a known and measurable reduction to the cost of
service that should be recognized by the Department. The Contract is known, asit has been
signed and has been in effect since July 1 of 2005. Exh. AG-RR-9. The contracted costs and
savings are measurable, since they have been quantified, contracted for, and reported by
NiSource and IBM to thefinancial community. Exh. DTE-81-1 (8). The cost savings associated
with the IBM contract should be passed on to Bay State Gas customers as a known and
measurable reduction to the cost of service. Fitchburg Gas & Electric Light Company, D.T.E.
02-24/25, p. 76, 195 (2002), citing Eastern Edison Company, D.P.U. 1580, pp. 13-17 (1984).

The net savings to customers that should be passed through to customers can be
determined from the Company’ s response to Record Request AG-RR-10 and Exh. DTE-18-1 (b),
p. 36. The Core Savings for the Service Company are $532.8 million. Exh. DTE-18-1 (b), p. 36.
Based on the percent of Actual Billing to Bay State Gas Massachusetts for 2004 in each cost
center, Bay State will achieve 8.95 percent of the Net Core Savings from the eight functional
areasit uses. Exh. RR-AG-10(b) and Tr. 20, pp. 3197-3198. Applying this percent to the total
Net Core Savings of $395.8 million (including those of the General Cost Center), Bay State can
expect to achieve $35.42 million in cost savings from the IBM Contract [0.0895 x $395.8
million]. Exh. DTE-18-1 (b), p. 36. Recognizing this amount over the ten year contract results
in annual savings of $3.54 millions. Exh. DTE-18-1 (@), p. 4. Since some of the costs will be
capitalized, it is appropriate to reduce the savings by the 3.18% percent of the costs that will be
capitalized and reduce the cost of service by the remaining amount — $3.43 million [ $3.54

millionx (1-0.0318) ]. Tr. 21, pp. 3521-3524.
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For all of the above reasons, the Department should reduce the Company’ s cost of service
by $3.43 million to recognize the known and measurable decrease in the Service Company
allocated costs as aresult of the IBM contract aswell as all of the pro forma adjustments to the
cost of service for the Service Company for employee payroll, benefits, and payroll taxes and
increases for Service Company inflation.? Id., p. 11 and Exh. DTE-6-13.

16. THE DEPARTMENT SHOULD INSURE THE COMPANY’S REQUESTED
REVENUE REQUIREMENT REFLECTS THE WITHDRAWAL OF THE GTI
FUNDING PROPOSAL.

The Company indicated during the proceedings that it was withdrawing its Gas
Technology Institute (“GTI”) funding proposal included initsinitial filing. See Exh. BSG/DGC-
1, pp. 58-63, Tr. 6, pp.1049-1050. The Company told the Department that it would correct the
cost of service and issue the adjustment to therevenue requirement in its next set of updated
schedules. Tr. 6, p. 1060. The updated schedues dated August 2, 2005 still included the money
that had been added for the GTI funding proposal. See Exh. BSG/JES-1, Schedule JES-6, p. 1 of
20 Corrected, dated August 2, 2005. The Depatment should order the Company to refile its

schedules so that no money that is part of the GT1 funding proposal is included in the cost of

service or the requested revenue requirement.

G. COST OF CAPITAL

2. The Company may argue that the costs to achieve are front loaded and should be recognized as
such, however, this argument fails. The Company will incur the costs to achieve in various amounts over
the ten years of the contract in a manner related to the contract asa whole, rather than the activities
associated with the ongoing operations of any particular year. Therefore, it is appropriate to allocate
those costs to achiev e over the ten-y ear term like any other cost of a contract. (See for instance bonds).
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The cost of service includes areturn on rate base component that provides investors of
the Company with areturn on the net investment that has been made in the assets used to provide
local gas distribution service. Exh. BSG/JES-1, Sch. 1. The return compensates the debt
holders, the preferred stockholders, and the common stockholders in the Company. /d., Sch. 13.
The dollar amount of the return is determined by multiplying the dollar amount of rate base by
the overall cost rate of these different cost of capital weighted by theamount of each
outstanding. /d.

1. THE DEPARTMENT SHOULD INCLUDE SHORT-TERM DEBT IN THE
COMPANY'S CAPITAL STRUCTURE SINCE THE COMPANY USES IT TO
PERMANENTLY FINANCE ITS INVESTMENTS

The Department includes areturn on investment in utility plant in thecost of service used
to determine base rates. Boston Gas Company, D.T.E. 03-40, p. 319 (2003); and Exh. BSG-
JES-1, Sch. JES-5. That return on that investment is based on the utility's overall weighted cost
of capital (“WACC"), calculated by weighting the cost rate of eachissue by the balance
outstanding. Boston Gas Company, D.T.E. 03-40, p. 319 (2003). The Department generally
uses the test year end balance of the outstanding issues of permanent capital including debt,
preferred equity and common equity, adjusted for known and measurable changes to the debt
issues. Id. The Department includes long-term debt as well as short-term debt in the capital
structure when short-term debt is a significant component of the utility’ s finances. Blackstone
Gas Company, D.T.E. 01-50, pp. 24-26 (2001); Wylde Wood Water Works, Inc., D.P.U. 86-93, p.
25 (1987). Inreviewingand applying utility company capital structures, the Department seeksto
protect ratepayers from the effect of excessive rates of return. Blackstone Gas Company, D.T.E.

01-50, p. 25 (2001); Assabet Water Company, D.P.U. 95-92, p. 33 (1995); Wylde Wood Water
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Works, Inc., D.P.U. 86-93, p. 25 (1987); Blackstone Gas Company, D.P.U. 1135, p. 4 (1982).
Given Bay State' s level of short term debt, the Department should include the portion of short-
term debt that the Company uses to finance its rate base in the overall cost of capital. Tr. 17,
pp. 2833-2836, and Exh. BSG-AG-1-16.

The Company has maintained a large balance of short-term debt that is permanently
financing the Company'sinvestments. Tr. 17, pp. 2833-2836, and Exh. BSG-AG-1-16. The
history of Bay State Gas Company's financing from short-term debt indicates that it has become
asignificant and growing portion of permanent financing for the Company. See Annual Returns
to the Department, p. 32. Since NiSource acquired the Company, its short-term debt has been:

Balance of Short-Term Debt

1999 $116,800,000
2000 $138,000,000
2001 $140,250000
2002 $218,888,528
2003 $192,656,450
2004 $157,939,415

Bay State Gas Company Annua Returnsto the Department, p. 32.

The average balance during the thirteen months from December 2003 through December of 2004

was $186,343,535 and the average interest rate for that period was 1.94%. Exh. RR-DTE-118.
The short-term debt bdance does vary during the months of the year because it is used to

finance rate base investment as well as the Company's seasonal gas purchases. Tr. 17, pp. 2833-
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2836 and Exh. RR-DTE-118. Still, the average amount of capital required to finance these gas
purchasesisrelatively amall. Ex. RR-DTE-118. The amount of capital required for the ges
purchases of $33,131,681 can be determined by multiplying the annual gas costs of
$323,863,512 by the purchased gas working capital |ead/lag factor of 37.34/365 from the
Company's lead/lag study. Exh. BGS/JES-1, Sch. JES-1 and Exh. BGS/JES-2, Sch. WC-4.
Therefore, the short-term debt principally used to finance rate base is $153,211,854 [
$186,343,535 - $33,131,681 ], after deducting the capital required to finance gas purchases.
The $153,211,854 bdance of short-term debt that is permanently financing Bay State Gas
Company should be incorporated in the capital structure used to determine the Company's
overall cost of capital. Tr. 17, pp. 2833-2836, and Exh. BSG-AG-1-16. It isboth a significant
and permanent source of financing for the Company. Id. Furthermore, short-term debt isa
source of low-cost financing that should be included in the cost of capital so that the base rates
set by the Department represent the true cost of service. Id. Failure to add short-term debt to the
capital structure will allow the Company's shareholders to unfairly profit at the expense of its
customers. Using Bay State's proposed cost of service, and capital structure, and ssmply adding
short-term debt to the capital structure will reduce the Company's revenue requirement by more
than $12 million. Exh RR-DTE-118. Failureto include short termdebt in the capital structure
would result in an unfair transfer of wealth to shareholders. Blackstone Gas Company, D.T.E.
01-50, p. 25 (2001); Assabet Water Company, D.P.U. 95-92, p. 33(1995); Wylde Wood Water
Works, Inc., D.P.U. 86-93, p. 25 (1987); Blackstone Gas Company, D.P.U. 1135, p. 4 (1982).
Therefore, the Department should include abalance of $153,211,854 in short-term debt at a cost

rate of 1.94 percent in the Company's capital structure used to determine the cost of service.
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2. CosTt oF CoMMON EQuITy
a. Introduction

The determination of the cost of common equity is not readily measured like the cost of
debt which normally has a stated contractual rate. The Attorney General sponsored the
testimony of Mr. Timothy Newhard regarding the cost of common equity. Exh. AG-8. Mr.
Newhard provided two market based cost of equity analyses based ona comparison group of gas
companies. Id. He also provided checked his results by perform similar analyses to determine
the cost of equity for NiSource, Bay State Gas Company’s parent corporation. Id., p. 18. Since
Bay State Gas does not issue common stock that is publicly held or traded, it isimpossible to
determine the market cost of equity for the Company’s stock using any market based approach.
1d., p. 4. Therefore, Mr. Newhard chose a group of companies that he deemed comparable in
investment risk to Bay State Gas and performed his cost of equity analyses on this group of
companies to determine the cost of equity for the Company. Id., pp. 5-6 and Sch. 1. As aresult
of hisanalysesin this case, Mr. Newhard determined that the cost of common equity for Bay
State is 8.66 percent. Id., p. 18.

The Company also sponsored a cost of equity witness— Mr. Paul Mou. He performed
four analyses that the Department has reviewed and rejected many times before. Mr. Moul’s
methodol ogies are fundamentally flawed and should be rejected by the Department. Hehas
testified many times before this Department and it has summarily rejected his analyses and
recommendations each time. See e.g., Boston Gas Company, D.P.U. 03-40, pp. 356-361 (2003);
Berkshire Gas Company, D.T.E. 01-56 (2001), pp. 104-106, 108-109, 113, and 116-119; Boston

Gas Company, D.P.U. 96-50, pp. 119-121, 125, 128, and 131-132 (1996). While changing the
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companies that comprise his comparison group and updating the numbers, his analysesremain
basically the same as those that the Department has repeatedly rejected. /d. Aswith those other
cases, his cost of equity analyses, here again, grossly overstate the cost of capital for the
barometer group and the Company. See discussion of Mr. Moul’ s analyses, infra. Therefore,
the Department should once again reject this analyses and instead rely on the recommendations
of set forth below and in Mr. Newhard’ s testimony. Exh. AG-8, p. 18. Asisdiscussed below,
using appropriate stock market-based analyses, and adjusting for Bay State Gas Company’ s
lower investment risk, the Department should use a cost of common equity no higher than 8.66
percent to determine the Company’s revenue requirement in this case. 1d.
b. Standard of Review

The Department uses Bluefield Waterworks and Improvement Co. v. Public Commission,
262 U.S. 679, 692-695 (1923) and Federal Power Commission v. Hope Natural Gas Company,
320 U.S. 391 (1942) standards to provide some of the parameters that it uses to determine the
cost of common equity for autility. Inthe Bluefield decision, the Court found that afair rate of
return for aregulated uility should be:

- equal to that generally being made at the sametime and in the same general part
of the country on invegments in other business undertakings which are attended
by corresponding risksand uncertainties,

- reasonably sufficient to assure confidence in the financial soundness of the utility;

- adequate, under efficient and economical management, to maintain and support
its credit and allow it to raise the money necessary for the proper discharge of its

public duties.

c. Mr. Newhard’s Two Stock Market Based Analyses Of The
Cost Of Equity
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Mr. Newhard provided two stock market based approaches to estimate the cost of equity
for Bay State Gas Company. Id. He aso performed two similar analyses for NiSource as a
check on hisresults from his Bay State analysis. /d., p. 18. Each of these analyses will be
discussed separately below.

i. Mr. Newhard's Constant Growth Rate Discounted Cash
Flow Analysis

Mr. Newhard performed a DCF analysis on a group of companies that he deemed were
comparable to the Company in investment rik. Exh. AG-8, pp. 4-7. The economic theory
underlying the application of the DCF analysisis that the market price that an investor iswilling
to pay for a share of common stock is equal to the present value of the cash dividends and the
proceeds from the sale of the investment when the investor sellsthe stock. 7d. Appendix A.

The DCF theory can be modeled by the following equation:

D
k R + g
P
where k = theinvestors required return on common equity

D = thedividend per share paid in the next period

P = thecurrent market price per share of the common stock
g = theinvestors mean expected long-run growthrate in dividends
paid per share.

Id., Appendix A, p. 1. Some of the components of the model, like the current price and the

current dividend in effect during the period, are easily measured. Id., pp. 7-9. Theinvestars
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expectations of the growth in dividends over the next year and over the rest of the investors
holding period, however, are not directly measurable. Id., pp. 9-12. Each of these components
to the model will be discussed below.

a. Mr. Newhard’s Dividend Yield Calculation Provides A
Reasonable Average Of Recent Dividend Yields

The dividend yield component of the DCF model is determined by dviding the indicated
dividend by the current market price of the stock.>® Id., pp. 9-11.. Using the dividend yield
based on the information of one point in time will result in avolatile yield that will be
susceptible to the peculiarities of one day events that might affect the market. Id., pp. 7-8. To
avoid any abnormalities associated with using one day information, it is appropriate to use the
average of several months of dividend yields. Id.

Mr. Newhard provided the most recent twelve months of dividend yield information
through June of 2005 for this comparison group’s common stock in his response to Exh. AG-8,
Sch. 2. From thisinformation, the most recent six month dividend yield average is 3.57 percent,
while the most recent twelve-month average is 3.67 percent. /d. Based on theseyields, a 3.62
percent dividend yield adjusted for the growth rate discussed below is an appropriate basis for
the Department to use in its analysis of the DCF model. Exh. AG-8, pp. 8-9.

b. Mr. Newhard Provided A Reasonable Estimate Of The
DCF Growth Rate

The growth rate used in the DCF model isthe investors mean expected long run growth

rate in dividends paid per share. Id., p. 9. Sinceitisimpractical to measure all of the investors

*¥ Theindicated dividendis determined by annualizing the level of the current quarterly
dividend per share being paid. 1d., p. 7.

-101-



expectations regarding their growth rate estimates, it is necessary to use proxies for those
expectations. Id. These proxiesincludehistorical and forecasted measures of dividends,
earnings, and book value per share growth ratesas well as the growth rates from retained
earnings /d., pp. 9-13.

Mr. Newhard chose the growth from retained earnings as the best single proxy of the
growth rate for the constant growth rate DCF. Id., pp. 9-14. The growth from retained earnings

can be represented by the formula:

Growth From Return On Retention
Retained Common Equity X  Ratio
Earnings

Earnings Earnings _ Dividends
Per Share Per Share Per Share
= emmmmmmm———— X = e e
Book Vaue Earnings
Per Share Per Share

Id., p. 12. Hefound that the growth from retained earnings did not have the problems that the
other proxies for the DCF growth rate, when used as the single proxy inthe constant growth rate

DCF.”* Id. He used 5.10 percent, the average of the five-year historical and forecasted rate of

¥ The growth in dividends can be the result of an increase in earnings per share available for
common shareholders or an increase in the payout ratio. Exh. AG-8, pp. 9-12. However, snce
growth in dividends pe share which results from an increase (or decrease) in the payout ratio
cannot be continuous, a simple measure of the historical growth rate of dividends per share could
lead to an incorrect estimate of the expected long-run DCF growth rate. /d. Since dividends are
paid out of earnings, the growth in earnings could be a proxy, but with wide swingsin earnings
in the short-run and the possibility for changesin the payout ratio, earnings will not always be a
good proxy either. Id. Finaly, since dividends and earnings are derived from the book
investment, the growth in investment is anather possible proxy for the DCF growth rate. /d.
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growth from retained earnings of 4.80 percent and 5.40 percent, respectively for the comparison
group of gas distribution companies. Id., pp. 13-14 and Sch. 3.

Mr. Newhard then added to that amount the expected growth from stock issuances when
the price of the stock is different from one. Id., p. 12-13. This component can be modeled by
theformula: s x v, where"s" isthe growth in the amount of common stock outstanding, and
"v" is one minus the book to market ratio of the common stock. /d. He estimated this amount to
be a negative 0.14 percent for the comparison group. Id., pp. 13-14 and Sch. 4. Adding the
growth from stock issuances of -0.14 percent to the growth from retained earnings of 5.10
percent, Mr. Newhard found that 4.96 percent was a reasonable estimate of the DCF growth rate.
1d.

The cost of equity estimate is then calculated by adding together the growth rate to the

prospective dividend yield. The components are combined as follows to estimate the cost of

equity:

Sharehol ders experience positive and negative growth in two ways, through the retention of
earnings and through the issuance of more common equity, however, if new stock is not issued at
the book value per share asit is currently for most utility stocks, the book value per share
growth rate will not be agood proxy either. Id.
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Do
k=— x (1+05xg) +g

P

= 0.0362 x ( 1+ 0.5x0.0496 ) + 0.0496

= 0.0866

Id., p. 14. Thus, Mr. Newhard found that an 8.66 percent cost of equity was areasonable

estimate for the comparison group, using the constant growth rate DCF methodology. 7d.

ii. Mr. Newhard Performed A Two-Step Discount Cash
Flow Analysis

Mr. Newhard also performed atwo-step DCF analysis. Id.,pp. 14-16; Appendix B. The
two-step DCF analysis allows for investors growth rate expectations that might be different
during certain periods, where for instance their short-run expectations might be different from
the long-term expectations for the investment in question. 7d., p. 14. Mr. Newhard assumed for
the comparison group that, for the first five years, investors exped dividends per share to grow at
arate equal to an average of available five-year earnings forecasts. 7d., p. 15. He used the latest
average five year forecast earnings per share growth rate estimates of 5.01 percent from
investment analysts surveys for thisfirst step of the two step DCF methodology. Id. For the
second step of the formula, the long-run growth rate for all years after the first five-year period,

Mr. Newhard used a 5.57 percent growth rate estimate, based on the investors' expectations of
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the long-run growth rate in the economy. Id. Combining the current price with investors' short-
term and long-term expectations, the two-gep DCF analysis yielded a 9.21 percent cost of equity
estimate. Id., p. 16.

iii. Mr. Newhard’s Range Of Costs Of Equity For The
Comparison Group

Mr. Newhard developed arange of estimates of the cost of common equity for the
comparison group based on the results from his constant growth rate DCF and his two-step DCF
analyses. Id. The range was from 8.66 percent to 9.21 percent. /d. He checked these results
with his cost of equity analysis of NiSource. /d., p. 18. Using the constant growth rate DCF
results of 7.77 percent and the two-step DCF results of 9.49 percent, Mr. Newhard found that
this range of costs of equity of 7.77 percent to 9.49 percent supported the results from the
comparison group of gas companies. Id. Aswill be discussed below, the range of 8.66 percent
to 9.21 percent for the comparison group camot be used without recognizing the differencesin
investment risk and expected returns between Bay State Gas Company’ s regulated gas
distribution business those of the companies in the comparison group.

iv. The Cost Of Equity For The Comparison Group Of Gas
Companies Is Significantly Higher Than That Of Bay
State Gas Company’s Gas Distribution Business

Mr. Newhard recommended that the cost of equity be set for cost of service purposes at
8.66 percent, at the bottom end of the range of estimates for several reasons. Id., pp. 16-18.
First, he recognized tha the rate that the Department is setting is for the Company's regulated
gas distribution business, considered to be one of the, if not the least risky of any of the

businesses reviewed by stock analysts. Id. The companies in thecomparison group areinvested

in more than the regulaed gas distribution busness. Some have significant investments in
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power generation, and others have investmert in the marketing and sales of energy which are
much morerisky. Id. These investments and the earnings requirements in other substantidly
more risky businesses are driving investors expectations. Id. This causes the costs of equity to
rise with these increasing investment risks. /d. Therefore, the estimates from Mr. Newhard's
DCF analyses like any analysis of this group (including Mr. Moul's results) will tend to overdate
the cost of equity for Bay State Gas Company's gas distribution operations.

Mr. Newhard also recognized that the addition of the numerous base rate adjustments that
are proposed by Bay State Gas Company in this case will significantly reduce the Company's
cost of capital. /d., pp. 17-18. With the addition of the new rate recovery mechanisms, the
Company will go from collecting approximately 60 percent of its costs dollar for dollar to almost
85 percent of its costs dollar for dollar. /d. The remaining base rate elements, moreover, will
receive annual increases based on the rate of inflation. 7d. AsMr. Newhard recognized, none of
the companies in the comparison group, and for that matter none of the gas companiesin the
nation get thistype of cost recovery treatment. /d. This major shift of risk to the customers
cannot be done without a significant reduction in the cost of common equity. /d. Therefore,
given the lower risk of the gas distribution service for which the Department is setting ratesin
this case, Mr. Newhard recommended that 8.66 percent, the lower end of his range of cost of
equity estimates is the appropriate rate to use to determine Bay State Gas Company's overall cost
of capital. Id., p. 18.

d. Mr. Moul’s Analysis Is Fundamentally Flawed And Should Be
Rejected By The Department.

i Discounted Cash Flow Analysis
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Mr. Moul performed a DCF analysis on a group of companies that he deemed were
comparable to the Company in investment rik, using the same group of gas companies that Mr.
Newhard used. Compare Exh. AG-8, pp. 5-6 and Exh. BSG/PRM-1, pp. 13-20. /d. Appendix E,

p. 1. Mr. Moul used the same equation as Mr. Newhard for performing his constant growth rate

DCF analysis:
D
k e + g
P
where k = theinvestors required return on common eguity

D = thedividend per share paid in the next period

P = the current market price per share of the common stock
g = theinvestors mean expected long-run growthrate in dividends
paid per share.

1d., Appendix E, pp. 1-2. Each of Mr. Moul's components to the model will be discussed below.
Mr. Moul provided the most recent twelve morths of dividend yield information for this
comparison group’s common stock in hisresponse to Exh. AG-10-22.. From this information,
the most recent three-, six-, and twelve- month dividend yield averages are 3.59 percent, 3.60
percent and 3.71 percent, respectively . Id. Based on an average of these updated yields, the

3.62 percent dividend yield adjusted for the growth rate discussed below is an appropriate bass
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for usein Mr. Moul analysis of the DCF model, exactly the same dividend yield used by Mr.
Newhard in his DCF analysis. AG-8, Sch. 2.

The growth rate used in the DCF model isthe investors mean expected long run growth
rate in dividends paid pe share. Exh. BSG/PRM-1, Appendix E, p. E-Q (“viewed in itsinfinite
form, the DCF model is represented by the discounted value of an endless stream of growing
dividends’).  These praoxiesinclude historical and forecasted measures of dividends, earnings,
and book value per share growth rates as well as the growth rates from retained earnings. 1d., pp.

28-29. Mr. Moul provided some of these proxies for the comparison group.

Five-Year Ten-Year Five-Year

Historical Historical Projected
Dividends Per Share 2.20% 2.10% 2.30%
Earnings Per Share 5.20 5.50 4,98
Book Value Per Share 5.10 4.00 7.90

Exh. BSG/PRM-2, Sch. 8 and 9.

Mr. Moul has again proposed a DCF growth rate estimate without any basis, choosing the
highest available estimates and ignoring historical data to determine his averages. The upward
biasin his DCF growth rate estimate is obvious. His growth rate estimate for the comparison

group of 5.75 percent is 355 basis points above the historical dividend growth rate and 345 bads

** The five-year projected earnings forecast can be determined by averaging together the survey
resultsfrom the five-year projections of 4.99 percent from IBES/Firg Call, 5.06 percent from Zacks, and
4.89 percent from Reuters. [ 498 = (4.99+ 5.06 + 4.89)/3].
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points above the projected dividend growth rate. /d. Mr. Moul provides no evidence to justify
the magnitude of gigantic differencesin growth rates.

A simple and objective test of the reasonableness of his growth rate estimate isto simply
average the historical and forecast growth ratesfor dividends, earnings, and book value per
share. Averaging together these values (as indicatd in the table above), a representative growth
rate would 4.36 percent. [ (220 + 2.10 + 2.30+ 550 + 5.20 + 4.98 +5.1+ 4.0+ 7.9) / 9].
Clearly, Mr. Moul’ s DCF 5.75 percent growth rate, based on the short-term earnings per share
forecasts, are over-inflated, and should be rejected by the Department. The Department should
reject Mr. Moul’ s proposed DCF analysis and instead rely on Mr. Newhard's more complete and
better supported DCF analyses.

. Capital Asset Pricing Model Analysis

Mr. Moul performed a Capital Asset Pricing Model analysis to estimatethe cost of equity
for his comparison group. Exh. BSG/PRM-1, pp. 44-48 and Appendix H. The Department
should reject Mr. Moul’sCAPM analysis not only because he applied the model poorly, but also
because the CAPM’ s underlying assumptions depart so substantially from the real world that the
model cannot reliably determine the cost of common equity for a utility company.

The CAPM isarisk premium approach used to determine the cost of assets. Id. Like
other risk premium gpproaches, it is based on the assumption that investors require a higher
return on their investment for them to hold assets of greater risk. Id. The CAPM approach
breaks the total risk of an asset into two components, systematic risk and unsystematic risk. 7d.,
Appendix H, p. 1. Systematic risk represents the variability of the return on an investment

associated with the effect of economy-wideforces (e.g. information and interest levels). 7d.
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Unsystematic risk, on the other hand, represents the risk associated with asset specific risks(e.g.
risks that are specific to a particular company like industry competition and the quality of a
company’s management). Id. Portfolio theory assumes that an asset is evaluated in the context
of awell-diversified portfolio where the unsystematic risks assodated with individual assets
cancel each other out. Id. Under the same theory, since unsystematic risk can be avoided with a
well-diversified portfolio, the CAPM modd should only focus onthe amount of systemeatic risk
associated with the asset. /d.

The CAPM measures the systematic risk of an asset with afactor known as beta. 7d., pp.
2-3. The Model definesthe beta value of all assets, on average, asequal to 1.0. /d. Inthe
Model, an asset with abeta of 1.0 will have areturn, which will have variations equal to the
variability of the returns of the market asawhole. 7d. The price of an asset with abetaof 1.0
will increase by 10 percent when the market value as a whole increases by 10 percent. Id.
Conversdly, the asset’ s price will decrease by 10 percent when the market value goes down by
10 percent. Id. Furthermore, the price of an asset with a beta of 1.5 will increase by 15 percent
when the market increases 10 percent and decrease 15 percent when the market decreases 10
percent. /d. If the betais 0.5, the asset’s price will increase 5 percent when the market increase
10 percent, and it will decrease by 5 percent when the market decreases by 10 percent. Id.
The CAPM theory provides aformulato determine the return on the asset that is required by the
market. /d. Theformulais as follows:

r=1r + b x rp
where r = the market reguired return on the asset

rf = thereturn on risk-free investments
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b = the betaof the asset

rp the expected difference between the return on the market as a whole and
the return on the risk-free asset.
Id. Thisistheformulathat Mr. Moul used to perform his CAPM analysisin thiscase. Id.

The CAPM theory and the formula derived from the theory are based on many
assumptions. Although some of these underlying assumptions of the CAPM are truein the real
world, several of themjust do not hold true for the application of theModel in the case of an
investment in the comparison group’s common stock. Without these assumptions that are
fundamental to the CAPM, the use of the Model isinappropriate, and must be rejected by the
Department.

The Department has found that the assumptions underlying the CAPM are too “heroic” to
make its application toa utility stock useful. Boston Gas Company, D.T.E. 03-40, p. 360 (2003);
Boston Gas Company, D.P.U. 96-50, p. 125 (1996); Berkshire Gas Company; D.P.U. 92-210,
pp.148-150 (1993); Boston Gas Company, D.P.U. 92-78, p. 113 (1992); Boston Gas Company,
88-67 (Phasel), p. 184 (1988); Commonwealth Electric Company, D.P.U. 956, pp. 54-55 (1982).
In Commonwealth Electric Company, the Department found that the following assumptions too
unrealistic:

Q) investors can borrow and lend an unlimited amount of money at arik-free rate;

2 investors eval uate equity/security portfolios according to the means and standard

deviations of portfolio returns;

3 there are no income taxes, and
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4) investors are “single period expected utility of terminal wealth maximizers’ --
that isa 100 percent liquidating dividend is paid at the end of the period.
1d., p54. [emphasis added]. Clearly, invegorswould find highly desirable aworld with
unlimited investor borrowing capacity and no income taxes, but reality is otherwise. The CAPM
assumptionstry to fit all investors into one neat package to conform to the Model requirements.
The requirements that investors evaluate their portfolio returns and liquidate their investments at
the end of the holding period obviously cannot contain the many different investors with many
different analysis techniques and investment requirements. Mr. Moul’ s analysis never attempts
to address any of these fundamental problems with these assumptions of the Model. The
Department should reject the use of the CAPM analysis as a methodology for determining the
cost of equity for utilities, asit has donein the past. Id.
iii. Comparable Earnings Analysis

Mr. Moul aso performed a Comparable Earnings analysis. Exh. BSG/PRM-1, pp. 48-52
Appendix |. He bases this comparable earnings analysis on certain stock indicators used by
Value Line Investment Survey. Exh. BSG/PRM-1, pp. 50-52. The Department has repeatedly
rejected the Comparable Earnings approach. Boston Gas Company, D.T.E. 03-40, pp. 360-361
Gas Company, D.P.U. 96-50, pp. 131-132 (1996); Cambridge Electric Light Company, D.P.U.
92-250, pp. 160-161 (1993); Bay State Gas Company, D.P.U. 92-111, pp. 280-281 (1993);
Berkshire Gas Company, D.P.U. 92-210, p. 155 (1993); and Berkshire Gas Company, D.P.U.
905, pp. 48-49 (1982). The Department specifically rejected Mr. Maul’ s use of the Comparable
Earnings Approach as unreliable because the earned return on common equity did not

necessarily equal the companies cost of capital. Berkshire Gas Company, D.P.U. 905, pp. 48-49
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(1982) citing Boston Edison Company, D.P.U. 1991, p. 56 (1979). Mr. Moul has provided no
reason in this case for the Department to change its well-founded precedent. The Department
should rgject Mr. Moul’ sComparable Earnings analysis, since its resuts are unreliable.
iv. Risk Premium Analysis

Mr. Moul aso provided aRisk Premium Analysis. Exh. BSG/PRM-1, pp. 38-44 and
Exh. BSG/PRM-1, Appendix G. Although herepresents this methodology as an analysis
separate and distinct from the CAPM analysis, it is essentially the same analysis. The cost of
equity capital isequal to theyield on utility bonds plus an equity risk premium. /d. Hisrisk
premium analysis substitutes utility bonds for U.S. Treasury bonds and he substitutes the
Standard and Poor’ s utility index for the stock market return. 7d.

The Department has reviewed and rejected Risk Premium analyses like Mr. Moul’ s many
times before. See Boston Gas Company, D.T.E. 03-40, p. 399; Boston Gas Company, D.P.U. 96-
50, p. 128; Massachusetts Electric Company, D.P.U. 95-40, p. 97 (1995); Boston Gas Company,
D.P.U. 93-60, p. 261 (1993); Bay State Gas Company, D.P.U. 92-111, pp. 265-266; Berkshire
Gas Company, D.P.U. 92-210, pp. 138-139 (1993); and Berkshire Gas Company, D.P.U. 90-121,
p. 171 (1991). Each time the Department has found that the risk premium approach overstaes
the amount of company-specific risk and, therefore, overstates the cost of equity. Id. The
Company has provided no new analyses and no new argument. The Department should agan
reject Mr. Moul’ s Risk Premium analysis. Id.

V. Mr. Moul’s Other Adjustments To His Cost Of Equity
Results

Mr. Moul increased his cost of equity recommendations by creating new adjustments for

certain cost or risk factors. These adjustments increase the cost of equity for his comparison
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group and ultimately for the Company. He proposes that his market-to-book ratio adjustment be
applied to his DCF analysis, which would inflate his DCF results by 64 basis points. Exh.
BSG/PRM-1, pp. 40-41. He also leverages and unleverages the betas used in his CAPM
analysis, which inflates the results of the CAPM by 78 basis points or 0.78 percent [ ( 0.85 -
0.72 ) x 6% ]. Exh. BSG/PRM-1, pp. 45-46. Mr.Moul, however, ignores what is probably
the most important single factor that investors consider when investing in the companiesin the
comparison group - the companies non-utility businesses increasetheir risk for these
companies.

The Department is setting rates for the regulated gas distribution business in this case.
The allowed return on common equity should reflect only the market-required return for that
business. Since the companiesin Mr. Moul’s comparison group are inveged in other non-utility
businesses, their costs of equity for the overall operations of the corporation will diverge from
that of the utility operaions. Whether the non-utility businesses areenergy marketing and sales
or power generation, these other businesses have higher required returns on common equity. See
Section E.2.b.iv., supra. Mr. Moul completely ignores this critical factor, which would lower the
cost of capital for the regulated gas distribution business.

e. Summary and Recommendation

The Department should reject the Bay State Gas Company's proposed cost of equity and
Mr. Moul’ s recommendations regarding the cost of capital. Instead, the Department should base
its decision on the analyses testimony of Mr. Newhard and find that allowed return on common
equity should be 8.66 percent.

H. RATE DESIGN
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1. RESIDENTIAL CUSTOMER CHARGE INCREASE SHOULD BE MITIGATED

The Company proposes to increase the customer charge for the Residential Heating class
customer by $4.63 per month, and for the Residential Non Heating class by $4.14 per month.
For low use Residentid Heating customers this represents an increasein the distribution service
portion of the bill (exduding all adjustment clause charges) in the range of 62 % for a customer
with no use to 14% for alow use customer.>® The average annual increase for the total bill for
these customers ranges between 62 percent and approximately 5 percent. Exh. BSG/JAF-2,
Sched. JAF 2-6. The Company designs its proposed rates to collect the fully allocated cost of
service (“ACOS") for each rate class>” As part of the design process the customer charge™ is set
first. Mr. Ferro, the Company’s rate design witness, states that he compared each class's current
customer charges with the customer charge component from the ACOS. Exh. BSG/JAF-2,
Sched. JAF-2-2 For the residential classes the difference between the current rate is significant
and, for rate continuity reasons, Mr. Ferro setsthe proposed customer charge to collect
approximately 50% of the class s full allocated customer costs. I1d. The remaining 50 percent of

the customer costs are included in determining the first block charge. Id.

* These increases are based on the digribution service portion of a cusomer’s average annual bill for
usage levelsillugrated in the Company’s bill frequency tables, Exh. BSG/JAF-2, Sched. JAF-2-6. The
usage levels were 0 therms for the no use customer calculation and 472 therms for the low use customer
in the 12.93 percent bracket.

" The Delivery Allocated Cost of Service Study is Exh. JLH-2, Sched. JLH-2-2. This sudy develops
the cost to serve each rate class based on the test year proforma costsand the Company’s proposed cost of
capital. The allocated costs are developed using the same rate of return requirement for each class. Rates
set at the class cost would generate the same rate of return on their allocation of the rate base.

8 Customer costs include the costs of billing, meter reading and customer service.
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Although the Company’s method is consistent with Department precedent®, the bill
impacts for low use residential customers are too high,® especially when the potential impact of
rising gas costs which naturally leads to conservation and lower usage levelsis considered.®
The Department shoud provide relief fromthis winter’s impending gas price increases® By
holding customer charges at the current level or by limiting the increase to that equal to the
overall increase granted to the Company for the residential heating class, bill impacts for the
lowest use customerswill be softened beginning November first, the same time the new peak
season CGA goesinto efect.

2. THE CoMPANY’S RESIDENTIAL RATE DESIGN SHOULD BE MODIFIED TO
ENHANCE SIMPLICITY AND REDUCE BILL IMPACTS

In designing the Company’ s proposed rates Mr. Ferro made a judgement about whether
each customer class would have flat or blocked rates.®® Mr. Farro testified that he decided that
flat rates were appropriate for the Commercial and Industrial rate dasses based on the desire to
simplify the rate design and the concern that the various C& | classes had “large variations in the
percentages of bills ending in the first block.” Exh. BSG/JAF-2, p.9. For theresidential

classes, Mr. Ferro determined that the customer costs not recovered through the customer charge

% Boston Gas Company, D.T.E. 03-40, p. 386. In this case the Department reduced the requested
increase to the residential heating class customer charge from $16.98 to $12, aimost $5.00. The result
was that the customer charge increased by $1.93, less than half of the Bay State proposal.

% Theincrease to small business low load factor customersis similar and should be similarly
mitigated. For impacts, see Exh. BSG/JA F-2, Sched. 2-6 for the G/T-40 class.

1 |n the Company’s | ast rate case the Department approved a$1.00 increase to the residential heating
class's customer charge. Bay State Gas Company, D.P.U. 92-111, p. 327 (1992).

%2 EIA estimates that the average residential price for natural gas will be aimost 14% higher in
2005/06 than in 2004/05. http://www.e a.doe.gov/emeu/seo/pub/contents.html

% Blocked rates divide the energy charges into segments based on usage levels and generally result in
a head block and a tail block. The usage per block is set so that 50 percent of the class’s usage terminates
in the head block and the remaining 50 percent would be billed in the tail block. Exh. BSG/JAF-2, p. 9.
Flat rates have a single energy charge for all usage.
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should be included in the head block, consistent with Department precedent. Berkshire Gas
Company, D.T.E. 01-56, p. 140. Thefinal rate design proposal for the residential heating class
includes a $12.10 customer charge and volumetric rates in two blocks-the head block is
$0.3183 per therm and the tail block is $0.2224 per therm. The Company’s proposal eliminates
the current seasonal differentiation in the block rates and incorporatesa base rate scheme thatis
seasonally differentiated by differencesin the size of the head block. The residential heating
winter head block rate applies to the first 125 therms of use in the month. The summer head
block rate applies to the first 30 therms. Exh. BSG/JAF-2, Sched. 2-7, p.1. The residentia non-
heating class's rates are designed in a similar fashion resulting in a customer charge of $11.00
per month, the first block rate of $0.2393 per therm and the tail block rate of $0.1928 per therm.
According to the Company’ s cal cul ations the proposed residential heating rates will increasea
typical residential heating customer’s annud total bill by approximately $54, assuming gas costs
are at the same level asthey were during the test year. Id. The residential non-heaing typical
customer’s annua bill will increase by an estimated $24. 1d., p. 2.

The Attorney General requested that the Company provide asimple flat rate design for
theresidential classes. AG-9-18. The Company’s response indicated that not only is the design
simpler to understand, it produces slightly lower bill impacts for dl but those customerswith
higher than average use. RR DTE-122. The Department, therefore, should adopt flat rates for
the residential classes to simplify the rate design and as an additional means to mitigate the
impact of any distribution rate increase at time peak gas prices go into effect.

3. LOW-INCOME DISCOUNT RATE

a. Standardization of the Low-Income Discount Rate
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On August 8, 2003, the Department issued an order establishing a computer matching
program for electric and gas distribution companies to facilitate the enrollment of eligible
customersin utility discount rate programs. D.T.E. 01-106-A. The Department further required
that utilities work with the Executive Office of Health and Human Services (“EOHHS’) and
exchange information so that customers could be automatically enrolled. D.T.E. 01-106-B,
pp.11-12.

The Department should standardize both the low-income discount and the manner of
collection for all gas and electric companies. Despite the Department’ s efforts to standardize the
low-income rate, there appears to be considerable discretion left to distribution companieswith
regard to the determination of the value of the low-income discourt rate. Asaresult, dispaities
are apparent in the value of the discount rate in different service territories across the
Commonwealth. Such disparities are akin to discrimination based on economic status and
location. Over the past several years gas prices have increased and have been extremely volatile.

See www.mass.gov/dte/gas/cgac_page.htmfor interim CGA rate adjustments during the past

severa years. Itisfundamentally unfair that alow-income customer in KeySpan Energy
Delivery’ sterritory receives a 40 percent discount on the base rate portion of the bill, while a
similarly situated cusomer in Bay State' s taritory may receive a 20 percent discount as
measured on an average test year level of base rate plus average gas costs. See D.T.E. 03-40, p.
388. Moreover, itissimilarly unfair to requirethe ratepayers of other rate classes be required to
subsidize a higher or lower discount rate depending on which distribution service territory the

ratepayer resides.
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L ow-income discount rates should, as a matter of public policy and administrative
efficiency, be uniform and the Department should require that all distribution companies provide
asimilar, flat, low-income discount rate. The Department shoud avoid the inequities that result
from disparitiesin the receipt of a statutorily mandated discount rae.

The Attorney General supports the Company’ s efforts to provide low-income consumers
with ameaningful discount, especially in light of recent experience with constantly rising
volatile gas prices. Asaresult of the efforts of Massachusetts utilities and EOHHS matching
program, several utilities are seeking the Department’ s approval to recover additional costs
through separate recondling rate mechanisms.® Low-income consumers are entitled to equiteble
treatment across the state and recommendsthat the Department move the recovery of thetotal
amount of Bay State s proposed discount from the base rates to the LDAC. Collecting the total
amount of the allowed discount cost through the LDAC will support the implementation of
uniform discount allowances across all utilities in the state and permit the reconciliation of actual
discount costs that may vary over time as the level of eligible customers changes and eligible
costs may vary fromtime to time. The Department should investigate: the most equitable level
of low-income discount, based on balancing the burden from any increase to the discount level
borne by all other customers along with the rising commodity cost; whether the discount shoud
continue to be fixed and only relate to base rates or whether it should be expanded to include the
cost of energy. Recent gas forward month futures prices have exceeded most recent winter

prices, portending higher prices for customersin the upcoming winter. The Department should

® See D.T.E. 05-55 NSTAR, request for approval of Residential Assistance Adjustment Clause tariffs
(filed August 16, 2005) and D.T.E. 05-56, MECo., request for Department approval of Residential
Assistance Adjustment Provision, tariff number M.D.T.E. No. 1086 (filed July 25, 2005)
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act quickly to permit utilities to implement any new programs at the beginning of the winter. If
the Department is reluctant to open generic proceedings, then it should require afully
reconciling low-income discount recovery mechanism be implemented as part of the Company’s
LDAC.

b. The Company’s Proposal

The Company proposes to simply maintain its existing low-income customer classes and
their associated subsidized, 20 percent burner-tip discount rate. Exh. BSG/JAF-2, at 12. Tr. 10,
p. 1717. Currently, this amounts to approximately a 60% discount on the distribution portion of
the customers' bills. Tr. p. 1719. Consistent with its current practice the Company proposes to
discount only the base rate portion of the qualifying low-income customers hill.

The Company will continue to recover the subsidy provided to low-income customers
from all other tariff customer classes. Exh. BSG/JAF-2, p. 12. The subsidy is allocatedto classes
based on distribution rae base and then added to the volumetric components of each classes rate
structures. Id. at 12-13. The alocation of the residential low-income discount has had a
substantial impact on class bill impacts. In fact, the allocation of the residential low-income
discount has pushed some classes above the 6 percent cap increase to each classes total revenues.
1d.; Exh. BSG/JAF-2, Sched. JAF-2-1.

As part of the EOHHS matching program, the Department allowed companies to collect
the change in level of dscount costs since therr last base rate cases through the LDAC for gas
companies and as part of the reconciliation filings for electric companies during the interim
period before the next base rate case. D.T.E. 01-106-B, p. 9; See also Tr. 19, pp. 2984-2985.

Bay State has made no special provision for increased levels of participation in the discount
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program related to the EOHHS match program; rather, Mr. Ferro testified that the Company
intendsto file for recovery of any increased discount costs in its upcoming Peak CGA/LDAC
filing. Tr. 19, pp. 2984-2985. The Company’s proposal to split the recovery of the low-income
discount between base rates and the LDSC shoud be denied. For administrative ease and in
support of a uniformapplication of the Department’ s low-income policies, as discussed above,
the Department should require the Company to revise its rate design and tariff proposals to
provide for the full recovery of the Department approved low-income discount through the
Company’s LDAC.

I. THE DEPARTMENT SHOULD OPEN AN INVESTIGATION INTO BAY
STATE’S SERVICE QUALITY

1. THE DEPARTMENT SHOULD SET A REQUIRED STAFFING LEVEL FOR
THE COMPANY TO PREVENT SERVICE QUALITY FROM DECLINING.

The Department shoud require the Compary to maintain staffing levels at current levels
so that the Company’ sservice quality does not decline. Further reductions in staffing levels
should be prohibited unless and until the company demonstrates to the satisfaction of the
Department that any staffing reductions or outsourcing are consistent with all collective
bargaining agreements and will not put service quality and reliability at risk.” Tr. 16, pp. 2658-
59.

The Legislature explicitly integrated the provisions governing staffing levels with the

reguirements regarding a company’s service quality. The statute states that,

" The Company is considering outsourcing the call center in an agreement with IBM. Tr. 1, p 179.
This arrangement raises questions about who will be responsible for meeting the service quality
requirements and could have a negative effect on service quality in the future.
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In complying with theservice quality standards and employee benchmarks established
pursuant to this section, a distribution, transmission, or gas compary that makes a
performance based raing filing after the effective date of this act shall not be allowed to
engage in labor displacement or reductions below staffing levelsin existence on
November 1, 1997, unless such are part of a collective bargaining agreement or
agreements between such company and the applicabl e organization or organizations
representing such workers, or with the approva of the department following an
evidentiary hearing at which the burden shall beupon the company to demonstrate that
such staffing reductions shall not adversely dsrupt service quality standards as
established by the department herein.
G.L.c. 164, 8 1E (b). The Legislature recognized that without this mandatory requirement,
companies would attempt to reduce costs by decreasing staffing levels, which would adversely
affect the quality of service provided to ratepayers® The generic guidelines (“ Guidelines”)
issued by the Department regarding staffing levelsin Service Quality Standards for Electric
Distribution Companies and Local Gas Distribution Companies, D.T.E. 99-84, pp. 41-42 (June
29, 2001), state that: “Consistent with G.L. c. 164, § 1E, staffing benchmarks will be established
on a company-specific basis and will be determined by the then-effective collective bargaining
agreement for each company.” Id.

It is now time for the Department to act consistent with G.L. c. 164, 8 1E (b), and its
regulations and establish minimum staffing levels. The record evidence in this case esteblishes
that Bay State's outsourcing of jobs has had fatal consequences and further staffing redudions,
without Department review, may pose athreat to public safety. See Exh. AG-2; Exh. UWUA-4,

p. 28 (In Attleboro, two people lost their lives, seven people were injured, and 68 other houses

8 See Letter to Berkshire Gas Company from Representative Daniel E. Bosley, copied to Chairman
Paul Vasington, April 22, 2003, stating that G.L. c. 164, § 1 E (b) applies to a company that makes a
performance based rate filing. Pursuant to the provisions of 220 C.M.R. 1.10 (3), the Attorney General
asks the Department to incorporate this letter by reference.
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were damaged after Bay State outsourced its line-locator function); Exh. UWUA-4, pp. 2-3; Tr.
16, p. 2654.

2. THE DEPARTMENT SHOULD OPEN AN INVESTIGATION INTO BAY
STATE’S SERVICE QUALITY

The Company has had many problems with maintaining service quality at the Springfidd
call center and maintaining gas safety and reliability through leak management. See Tr. 1, p. 65,
67-68; Tr. 16, pp. 2612-13, 2662-63. The evidencein this case clearly demonstrates problems
with the accuracy of Bay State’'s numbersin its annual service quality filing. Tr. 20, pp. 3331-32
(disconnecting the telephone trunk line to reduce the amount of calls received); Tr. 20, p. 3147
(counting callsfor billing where the call center initially took a message and then called the
customer back after five o’ clock in the evening). Because it lacked the appropriate level of staff
members, the Company removed atrunk line at its call center at onepoint so that customers
would receive abusy signal and less calls would go into the queue® Tr. 20, pp. 3331-32. When
compared to the telephone service factor benchmarks of other Massachusetts utilities, Bay
State’ sis one of the lower benchmarks.® A call never received is not counted for purposes of
the Department’ s Service Quality Standards. The record evidence ind cates that Bay State

performs far worse than it claimsin itsfiled reports (/d.; Tr. 20, p. 3147) raising doubts about the

° Bay State's affiliates in Maine and New Hampshire have also had problems meeting their srvice
quality levels such that they were required to pay penalties or refund money to ratepayers for not
complying with the required service quality standards in those states. Tr. 10, p. 1644; Tr. 12, p. 2034.

10 Bay State’s call answer benchmark, based on historical company data, is 69% of the calls answered
in 30 seconds. Tr. 12. p. 2035. Bay State’s New Hampshire affiliate has a benchmark of 80% of calls
answered in 30 seconds and is monitored monthly. Tr. 12, p. 2013.
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validity and helpfulness of other service quality metrics and raising the possibility that Bay State
may face service quality penalties.!

Ensuring the safe operation of the Commonwealth’s electric and gas systemsis one of the
Department’ s most important roles and regponsibility. On a number of occasions, the Attorney
General has previously asked the Department to conduct evidentiary adjudications to investigate
utility service quality, each time, the Department has either failed to respond or refused to
investigate the service quality filings of the utilities (2002 Service Quality Reports for Electric
Distribution and Local Gas Distribution Companies, D.T.E. 03-10 through D.T.E. 03-23, and 2003
Service Quality Reports for Electric Distribution and Local Gas Distribution Companies, D.T.E. 04-12
through D.T.E. 04-25), including a specificrequest that the Department investigate Bay Stae’s
Service Quality filings and open an evidentiary hearing. See Bay State Gas, D.T.E. 03-10,
Attorney General Comments. Contemporaneously with the Attomey General’ s request for an
investigation, the Public Utilities Commissions of both New Hampshire and Maine opened
investigations into Bay State affiliates and determined that the Company failed to provide

adequate service?

™ |n addition to the Department’s generd supervisory authority over utilities(G.L. c. 164, § 76), the
Electric Restructuring Act of 1997 (“Act”) (Stat. 1997, chapter 164), G.L. c. 164, § 1E(c), provides that
“each distribution, transmisson, and gas company shall file a report with the department by March first of
each year comparing its performance during the previous calendar year to the department's service quality
standards and any applicable national standardsas may be adopted by the department. The department
shall be authorized to levy a penalty against any distribution, transmission, or gas company which fails to
meet the service quality standards in an amount up to and including the equivalent of 2 per cent of such
company's transmission and distribution service revenues for the previous calendar year.”

12 After conducting two separae investigationson service qudity and billing practices, the Maine
PUC concluded that Bay State’s affiliate had service quality problems involving billing, meter-reading,
and the call center and that the affiliate had to refund customers approximately $130,000 because of
billing problems. Tr. 10, pp. 1643-45. In a settlement with the New Hampshire PUC, Bay State’s New
Hampshire affiliate pad $30,000 in fines from January to June 2003 (six timesthe monthly maximum
fine of $5,000) for not meeting its call center service quality benchmark. Tr. 12, p. 2034.
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The Department should open an investigation and audit the annual service quality filings
to insure their accuracy and the corporate management that has tried to evade the Department' s
service quality requirements. See Boston Edison Company, D.P.U. 85-266-A/271-A (1986);
Commonwealth Electric Company, D.P.U. 89-114/90-331/91-80 Phase One (1991). As part of
that investigation, the Department should determine new standards/benchmarks of performance
that are higher than the historical averages currently employed.
VII. CONCLUSION

Wherefore, for all the foregoing reasons, the Attorney General requests that the
Department reject the Company’ s proposed rate increase, PBR plan, and all adjustment

mechanisms.
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